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LEO V. TINKHAM 


‘Independence is a state of 
mind and we should not try 
to define it.” 

“We should not adopt a 
rule against competitive bid- 
ding because we have not de- 
fined competitive bidding.” 

The quotations are not ex- 
act, but they are the major 
arguments offered against pro- 
posed changes in rules of pro- 
fessional conduct at the recent 
annual business meeting of the 
American Institute of Certified Public Accountants. Not 
much was said about whether or not it is proper for a 
C.P.A. to express his opinion on financial statements when 
he has financial or other interests in the client. Neither 
was there much said about whether competitive bidding 
is good or bad. 

| will not argue here whether or not the proposed rule 
changes are desirable. In Illinois we have adopted specific 
restrictions as a partial definition of independence, and we 
have a rule against competitive bidding without a defini- 
tion of the concept. The anomalous arguments against 
similar rules for the American Institute did not block adop- 
tion of the rules in Illinois. The arguments must not be 
accepted; carried to their conclusion, they would eliminate 
most of our ethical standards. 

It is said that independence is a state of mind. Could 
that not also be said of solicitation, encroachment, adver- 
tising, competitive bidding and many other unethical prac- 
tices? And if we are not to define subjective concepts and 
are not to include anything in our rules of ethics which 
is not defined, don’t we have to eliminate most of our rules? 


Dresidenty MESSAGE 


We won't go that far, but the conflict of ideas contained in the quoted 
arguments can and does retard progress. If the profession can agree that | 
a prohibition against competitive bidding is desirable, the prohibition | 
should be adopted whether or not the concept is objectively defined. |. 
believe we all know whether or not we make competitive bids—whether | 
or not when we submit an estimate for an engagement we expect that 
estimate to be a deterrent of any consequence to a billing in excess of the | 
estimate if our time runs higher than we thought it would—whether or | 
not our estimate was cut a little bit from our original figure so we would 
be low enough to have a chance of getting the engagement. Similarly, | 
we do not need specific definitions to tell us whether or not we are en- 
gaging in solicitation or are encroaching upon a client of another C.P.A.; : 
we know the intent behind our actions. It is said that independence and | 
other undefined concepts of our code of ethics are states of mind. | would 
rather say that they are matters of heart; the mind can rationalize too | 
easily. | 

To maintain an ethical standard in the profession, we must observe | 
the readily understandable intent of our rules, abstract as they may be. | 
We must go farther, however, and not refuse to spell out in our rules 
specific practices which are generally recognized as undesirable. We 
have taken such action in connection with certain rules—independence 
and advertising, for example—without proposing full definition of the rules. 

At the American Institute meeting, the Illinois Society was cited for 
its leadership in adopting the rule limiting acceptable relationships be- 
tween the C.P.A. and his client. We did not have anything to offer in the 
way of definition of competitive bidding although the practice has long 
been forbidden. | hope that the Illinois Society will continue its leadership | 
and adopt specific rules which can be generally agreed upon and which} 
will serve as partial definitions of the abstract ideas now expressed in 
some of our ethical standards. 
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Attack! 


Introduction to the ISCPA 
Goal of Elimination of Sub- 
standard Reporting 


On Substandard 


Keporting 
y Ben D. Chaps 


On June 30, 1960, the Board of 
irectors of The Illinois Society of 
ertified Public Accountants adopted 
; one of their primary goals for 
160-61 the activation of a program 
r the elimination of substandard 
porting. One of the approaches 
hich was contemplated in arriving 
this objective was a technical meet- 
g which would be devoted to a dis- 
ission of actual examples of sub- 
andard reports. 

Many of us know that substandard 
ports are prepared by certified pub- 
- accountants. Evidence of this is in 
e files of the Society, and, more 
cely than not, a practitioner some- 
me in his practice has found evi- 
nee of substandard reporting where 
has succeeded another practitioner. 
me reports are a matter of public 
cord, and these records could have 
en searched for examples of sub- 
undard reporting. However, _ be- 


cause of a known mutual interest in 
this problem which we share with 
bankers, we elected to explore the 
possibility of securing their coopera- 
tion in this project. 

We embarked on this venture mind- 
ful of the fact that previous attempts 
to secure examples from bankers had 
been unproductive. We were aware 
of the confidential nature of the 
banks’ credit files, and we did not 
wish to initiate any request which 
would violate the privacy of the 
banker-customer relationship. With 
full knowledge of the conditions, we 
approached the Chicago Chapter of 
Robert Morris Associates which 
eroup, as you know, is the national 
association of bank loan officers and 
credit men. We outlined our concern, 
our program, and our appreciation of 
their position. We suggested that our 
purpose would be served, if they 
could get at least two examples of 


a 


EDITOR'S NOTE: 


These comments and the three papers and examples of 


substandard reporting which follow comprise a series of papers on “‘sub- 


standard reporting.” 


The articles are based on papers presented at the 


Society’s technical session on this subject in December 1960. 


substandard reports from the large 
Chicago banks. These reports could 
be divested of all information of a 
confidential nature—we did not want 
any participating banker to violate a 
confidence. 

It was very gratifying to find a 
deep interest in the subject of sub- 
standard reporting on the part of the 
Robert Morris Associates. They rec- 
ognized that such a program would 
be beneficial to them, and they antici- 
pated no difficulty in obtaining the 
desired information from their mem- 
bers. With these assurances we pro- 
ceeded with the development of a 
technical meeting—an educational un- 
dertaking which we felt would make 
some inroads on the problem of sub- 
standard reporting. 

The format of this meeting was to 
be based on the ‘‘horrible examples’’ 
which were received from the bankers. 
After considerable discussion as to 
the most appropriate presentation, it 
was concluded that the most meanine- 
ful benefits would derive from a pro- 
gram where appropriate background 
material would be developed and on 
which a consideration of the examples 
would be based. For this purpose it 
was decided that an educator, a prac- 
ticing accountant, and a banker would 
be most suitable. A discussion of the 
examples by the panel would follow 
and questions from the 
would be entertained. 

With this plan of meeting definitely 
established, outstanding panel mem- 
bers fitting the needs of the program 
were obtained. The banker was sup- 
pled by the Robert Morris Associates. 


audience 


The Robert Morris Associates, as they} 
had promised, delivered examples sub- 
mitted by the banks. These examplesi 
were edited for duplication, and pro- 
jection slides were prepared for the 
ones most suitable for the purpose. 

The meeting was held in the eve- 
ning on December 14, 1960, wit 
excellent attendance. Each speaker 
did an outstanding job in presenting} 
the problem from his particular in 
terest and vantage point. The ex4 
amples were projected on a_ large; 
screen and commentaries were offered] 
by the panel members. The questions 
from the audience were numerous anc 
provocative—evidence of the deer} 
interest of our membership in the 
subject. 

This meeting was our opening as# 
sault on the problem of substandarc 
reporting. Its content merits the at? 
tention of all practicing accountants} 
Only a small portion of our member} 
ship had the benefit of the meeting 
which was held. Therefore, in the 
interest of greater exposure of th4 
subject matter presented at the meet 
ing, the papers of the principa 
speakers together with the example# 
of substandard practice submitted by 
bankers have been assembled for pu 
hieation. If there is any validity tq 
the view that substandard practice 
stem from ignorance rather than wi 
fulness, we are hopeful that some of 
the causes can be eliminated throug] 
efforts such as this. The Society’s att 
tack on causes cannot expire here. I 
must be continued to be effective, and 
it deserves the consideration of eael) 
and every member. 


BEN D. CHAPS is a partner in the firm of Arthur Andersen & Co., Chicag¢ 
During 1960-61 he was chairman of the Society's committee on cooperd 
tion with bankers and other credit grantors, 
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sary for Their Elimination 


By Robert K. Mautz 


The expression ‘‘substandard re- 
ports’’ imphes, first, that there are 
standards or requirements which the 
reports of independent CPAs should 
meet, and second, that some of us are 
failing to meet these requirements 
and are producing reports of some- 
what less than the required ‘‘stand- 
ard’’ quality. Finally, there is an- 
ther implication, that something 
zonstructive can and ought to be done 
about this unfortunate situation. 
Substandard reports could result 
rom carelessness, ignorance, or chi- 
zanery. The consensus of this panel, 
[ think, is that they appear primarily 
gecause of ignorance. Even ignor- 
ance, of course, is a strong charge to 
‘evel against professional men, but 
n view of the alternatives, we prefer 
°o consider this the primary cause. 
' That there are substandard reports 
qas been brought home rather force- 
fully to the members of this panel. 
We have been supphed with selected 
audit reports taken from the files of 
2 number of cooperating banks in 


rhe Chicago Loop. Some of these 
lefinitely are substandard reports. 


Jthers raise some interesting ques- 


Substandard Reports: Their Causes, 
Their Implications, and Steps Neces- 


The Problem of 
Substandard Reports 


tions as to whether independent CP As 
and bankers judge audit reports by 
the same standards. But more of this 
in good time. For the moment, let 
us turn our thoughts to the nature of 
the standards which audit reports are 
expected to satisfy, and on the basis 
of which they may be judged to 
meet or fail to meet professional re- 
quirements. 


Generally Accepted Auditing 
Standards 


Probably the first thoughts that 
come to mind when an auditor men- 
tions standards are the ten generally 
accepted auditing standards! which 


1 General Standards: 

1. The examination is to be performed by a 
person or persons having adequate technical train- 
ing and proficiency as an auditor. 

2. In all matters relating to the assignment an 
independence in mental attitude to be main- 
tained by the auditor or auditors. 

3. Due professional care is to be exercised in 
the performance of the examination and the prepa- 
ration of the report. 

Standards of Field Work: 

1. The work is to be adequately planned and 
assistants, if any, are to be properly supervised. 

2. There is to be a proper study and evalua- 
tion of the existing internal control as a 
for reliance thereon and for the determination of 
the resultant extent of the tests to which auditing 


is 


basis 


procedures are to be restricted. 
3. Sufficient competent evidential matter is to 
be obtained through inspection, observation, in- 


are referred to in the second sentence 
of the scope paragraph of the recom- 
mended short-form report or opinion : 


‘¢Our examination was made in accord- 
ance with generally aecepted auditing 
standards, and accordingly ineluded such 
tests of the accounting records and such 
other auditing procedures as we considered 
necessary in the circumstances. ’’ 


These standards, their significance 
and history should be known to every 
practicing CPA. In order to point up 
a little more sharply one of the im- 
portant problems of substandard re- 
porting, however, it is desirable to 
inquire briefly into their background. 

The present ten generally accepted 
auditing standards were preceded by 
a series of pamphlets, the forerunner 
of which appeared first in the Federal 
Reserve Bulletin under the title ‘‘ Uni- 
form Accounts”’ in 1917.7 It was also 
printed separately and distributed to 
banking and business interests and to 
accountants. Essentially the same 
document passed through a number 
of reprintings and revisions in 1918, 
1929, and 1936. The 1936 revision, 
issued by the American Institute of 


quiries and confirmations to afford a reasonable 
basis for an opinion regarding the financial state- 
ments under examination. 

Standards of Reporting: 

1. The report shall state whether the financial 
statements are presented in accordance with gen- 
erally accepted principles of accounting. 

2. The report shall state whether such prin- 
ciples have been consistently observed in the 
current period in relation to the preceding period. 

3. Informative disclosures in the financial state- 
ments are to be regarded as reasonably adequate 
unless otherwise stated in the report. 

4. The report shall either contain an expression 
of opinion regarding the financial statements, 
taken as a whole, or an assertion to the effect 
that an opinion cannot be expressed. When an 
over-all opinion cannot be expressed, the reasons 
therefor should be stated. In all cases where an 
auditor’s name is associated with financial state- 
ments the report should contain a clear-cut indi- 
cation of the character of the auditor's examina- 
tion, if any, and the degree of responsibility he 
is taking. (Generally Accepted Auditing Stand- 
ards, Their Significance and Scope, 1954, Special 
Report by the Committee on Auditing Procedure, 
American Institute of Accountants, New York.) 


° Federal Reserve Bulletin, April 1, 1917, p. 70. 


| 
Accountants and titled ‘‘ Examination: 
of Financial Statement by Independ- 
ent Public Accountants,’’ received) 
wide distribution and was considered 
highly authoritative by many prae-. 
titioners. | 

As time passed, however, dissatis- 
faction with this statement became; 
stronger and stronger. The complexi- 
ties of modern business and the diver- 
sity of the engagements in which in- 
dependent CPAs found themselves: 
made the 1936 pamphlet less and less: 
widely useful. Pressure from the! 
SEC for a more definitive statement 
of auditing standards led first to} 
abandonment of the 1936 pamphlet.| 
which was allowed to go out of print,! 
and second to a special study off 
auditing standards by the Committee| 
on Auditing Procedure of the Ameri- 
can Institute of Accountants. The re- 
sults of this study first appeared as 
a series of papers presented at the} 
fifty-ninth annual meeting of the In- 
stitute in 1946. Four distinguished} 
members of the committee, Paul 
Grady, Edward A. Kracke, Alvin R. 
Jennings, and John A. Lindquist dis 
cussed the nature of auditing stand 
ards generally and of the first nine} 
standards specifically. In 1947 the 
essence of their papers, together with 
some additional discussion, was pub 
lished in booklet form under the title 
“Tentative Statement of Auditin 
Standards, Their Generally Accepte 
Significance and Seope.’’ 

That the proposals of the committee 
were well received is evidenced b 
action at the 1948 meeting in whie 
the membership of the Institute ap 
proved the summarized statement 0 
auditing standards appearing in th 
1947 pamphlet. In 1949 the Institute, 
at its annual meeting, approved State 
ments on Auditing Procedure No. 23 
Clarification of Accountant’s Repor 
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When Opinion is Omitted. The es- 
Hence of this statement was added to 
“ne nine generally accepted auditing 
ymtandards as a fourth standard of 
porting and all ten were included 
#2 a pamphlet issued by the Institute 
q) 1954 under the title ‘‘Generally 
%.ccepted Auditing Standards, Their 
dignificance and Scope.’’ 
Some of the criticisms of the series 
yf pamphlets culminating in ‘‘Ex- 
Wmination of Financial Statements by 
dependent Public Accountants”’ 
harged them with too much speci- 
peity in their description of auditing 
rocedures and practices. The pres- 
Sat standards cannot be accused of 
ynis; if anything, they go too far in 
voiding specifies of any kind. I have 
slready expressed my views on this 
Yaibject,* yet it seems pertinent to 
iterate at this time my feeling that 
‘ey do not give to those who need 
‘lp the most any real clue to the 
wandards which the work of inde- 
Mendent CPAs is expected to meet. 
he young practitioner, the CPA 
Working alone without the benefit of 
large organization to consult with, 
le non-accountant reader of finan- 
al statements who has questions as 
the nature of an audit, these repre- 
nt the groups which most need help 
mh understanding the real nature of 
Jie standards we must meet to avoid 
bstandard reporting. Certainly the 
Yresent standards represented sub- 
Wantial progress at the time they 
Sere first proposed and accepted. 
ust as certainly they cannot be ex- 
eeted to stand for all time without 
Sxpansion or amplification. 
3R. K. Mautz, “A Critical Look at Generally 


Wcepted Auditing Standards,” The Illinois Certi- 
Mid Public Accountant, Autumn, 1958, p. 12. 
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Other Requirements 


The difficulty faced by anyone who 
would understand the requirements 
which ‘‘standard’’ reports should 
meet is further complicated by the 
fact that a variety of additional re- 
quirements exist, some stated rather 
specifically, others not stated at all. No 
doubt all these are encompassed by 
the ten generally accepted auditing 
standards, but because the standards 
themselves are couched in such gen- 
eral terms this is not at all clear, even 
to those with a fair amount of experi- 
ence in practice. 

For example, four of the Rules of 
Professional Conduet of the American 
Institute of Certified Public Account- 
ants, Rules 5, 6, 18, and 19, are con- 
cerned with the performance of or 
reporting on audits. In addition, at 
the 1939 annual meeting of the Insti- 
tute, the membership approved ‘‘ Ex- 
tensions of Auditing Procedures’”’ 
which provided for direct confirma- 
tion of receivables and observation of 
physical inventories if practicable 
and reasonable in the circumstances 
whenever these assets are material. 
Note that these requirements are suffi- 
ciently important that any failure to 
observe them requires mention in the 
scope portion of the auditor’s short- 
form report whether or not the audi- 
tor has been able to satisfy himself 
by other means. That same document 
also had a good deal to say about the 
disclosure by the auditor of any ex- 
ceptions in his opinion and requires 
(hates if such exceptions are 
sufficiently material to negative the 
expression of an opinion, the auditor 
should refrain from giving any opin- 
ion at all, although he may render 


ROBERT K. MAUTZ is professor of accountancy at the University of Illinois. 
He is the author of numerous books and articles and recently completed a 
monograph, The Philosophy of Auditing, published by the American Ac- 
counting Association in 1961. 


an informative report in which he 
states that the limitations or excep- 
tions relating to the examination are 
such as to make it impossible for him 
to express an opinion as to the fair- 
ness of the financial statements as a 
whole.’’ 4 

The continuing series of Statements 
on Auditing Procedure express addi- 
tional requirements which an auditor 
is expected to meet. To name but a 
few for illustrative purposes, one 
might list: 


No. 25—-Events Subsequent to the 
Date of Financial State- 
ments 

No. 26—Reporting on ‘‘Use of 


Other Procedures’’ 

No. 29—Seope of the Independent 
Auditor’s Review of In- 
ternal Control 


Finally there exists an unknown 
number of unspecified, unwritten re- 
quirements. For example, there is no 
standard specifically requiring that 
the independent auditor read the 
minutes of the meetings held during 
the period under examination by the 
board of directors or the stockholders 
of the company, but certainly all of 
us would feel that failure to do so 
would be a substantial breach of pro- 
fessional responsibility. How many 
similar requirements exist? Can any- 
one state authoritatively and with 
any fair degree of precision all the 
requirements which must be met if 
one 1s to avoid the undesired deserip- 
tion of ‘‘substandard’’? 

Here, it seems to me, is much of 
our problem of substandard report- 
ing. The independent CPA is ex- 
pected to meet requirements which 
are not clearly stated anywhere. Not 

4 Statements on Auditing Procedure No. 1, Ex- 


tensions of Auditing Procedure, American Tene 
tute of Accountants, 1941. 
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only must he refer to a variety off 
semi-official documents and sources, 
he must be cognizant of responsibili4 
ties which are not stated anywher 
outside textbooks and handbooks 
which have never been given any offi- 
cial recognition whatever. To repeat, 
the member of a large public account-+ 
ing organization may have sufficient 
resources at his disposal to keep hi 
abreast of these varied requirements} 
It is much more difficult for the tond 
practitioner or the member of a smal! 
firm. And how much more difficult 
it must be for the reader of financial) 
statements who is not an accountant} 
who does not have ready access td 
our professional literature, and wha 
probably does not even know that if 
exists. How is such a person whd 
cannot know what our standards are 
to know when a report fails to meet 
them ? 


Contrasting Interests in Reports 

Yet another complheating factor im 
this problem of substandard report: 
ing may be discovered by contrastin 
the points of view which CPAs anc 
bankers (or other readers) take witl 
respect to audit reports. Professor 
A. C. Littleton once described the 
short-form audit report as a ‘‘ defense 
mechanism.’’ There is at once muelf 
truth in this assertion and good rea: 
son for its accuracy. The auditor 
must view his opinion as a defensiy 
effort as well as a means of expressin 
his opinion on the financial statements 
he has examined. First, he is in ne 
position to insist upon a_standar¢ 
examination in all eases. His relation| 
ship with clients gives him very littl 
leverage by means of which he ear 
insist On more examination than they 
are willing to accept. Yet if he per 
forms any examination at all, hi 
name becomes associated with the 
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financial statements and an unknown 


number of unknown third parties may 
jlook to him as responsible for any 


errors, omissions, or other irregulari- 
ties in those statements. This has 


tforced the auditor to spend countless 


hours in developing opinions which 
are carefully tailored to the given 
situation. 

In the words of George Hansen: 
“You tell us what to write and we 


Hwill tell you what we have to do; 
dyou tell us what to do and we will 


tell you what we have to write.’’? 
Tf the client wants a clean opinion, he 
must give the auditor a free hand in 
the performance of his examination. 
Tf the client lmits the scope of the 
eXamination in any way, then he 


dmust permit the auditor to word his 


opinion accordingly. 
In wording his opinion, the auditor 
looks to the extent of responsibility 


he may be charged with. His wording 


is designed to be protective, to tell 
what he has done and the extent of 
responsibility he is willing to accept. 


pit can be no other way. I have great 


sympathy for public accountants and 
the responsibilities placed upon them 
by their professional work. Until 


Sthey are able to insist upon a free 
thand in every engagement, they must 


| 


ficontinue to regard their opinions as 


Oprotective. 


But the banker has quite another 
yoint of view. He is not (or rarely 
is) an expert in either accounting or 


Sauditing. He looks to the auditor for 


assurance that the financial state- 


“ments are reliable, that he can accept 


them as they are. Judging from the 


Hietters we have read, he is quite un- 


L 


skilled in the fine points of technical 
yecounting terms. The rather skillful 
way in which an accountant may ab- 


solve himself of responsibility in a 
given case may escape the non-ae- 
countant reader completely. And to 
some extent accountants must accept 
a part of the blame for this. One can 
find references in our professional 
literature drawing a comparison be- 
tween a CPA’s opinion and the ‘‘ster- 
ling’’ mark on silver. This is indeed 
a poor and misleading analogy. 
‘“‘Sterling,’’ my dictionary tells me, 
means that the silver is ‘‘.925 fine.’’ 
I doubt very much if any of us would 
ever claim that our signed opinion 
meant financial statements were ‘‘.925 
fine’’ or attained any other fixed per 
cent of accuracy. Of course the ac- 
countant’s record is not all this bad. 
We have taken definite steps to make 
clear to bankers and other readers 
the nature of our opinions and the 
limitations of our work.® Judging 
from the letters supplied to us in 
preparation for this meeting, how- 
ever, the task is far from accom- 
plished. Let me cite an example. 

The following paragraph is taken 
from a letter written by a representa- 
tive of one of the Loop banks in 
response to a request for illustrations 
of substandard reports in its files 
signed by members of the Illinois 
Society of CPAs. 

‘Tn one ease the auditors did not verify 
inventories which comprised almost one 
half of the total assets and yet expressed 
a limited opinion. In the other case al- 
though an opinion was not expressed the 
auditors did not confirm accounts receiv- 
able or liabilities nor did they verify 
inventories which we feel is wholly inade- 
quate for an audit report.’’ 

The situation in the first case is 
not at all clear; this letter suggests 
a variety of alternative situations. It 
is possible the auditors did not ob- 


6 See “Audits by Certified Publie Accountants,” 


1950, and ‘The Certified Public Accountant,” 

5In a conversation with the writer at the 1960, both published by the American Institute 
WiJniversity of Illinois. of Certified Public Accountants. 
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serve physical inventories yet were 
able to satisfy themselves by means 
of other auditing procedures, in which 
case qualification of the scope of the 
audit would be required but a clean 
opinion could still be given. If, how- 
ever, the auditors neither observed 
the physical inventory nor satisfied 
themselves by other auditing proce- 
dures, it is doubtful that an opinion 
on the statements as a whole would be 
appropriate. An exception relating 
to one half the assets, it seems, would 
be sufficient to negate the opinion. 
However, it may be that the “‘limited 
opinion’’ described by the banker is 
a ‘‘piece-meal’’ opinion and well 
within the bounds of accepted report- 
ing practices. There is little indica- 
tion the banker recognized these three 
possibilities. 

The second case is even more inter- 
esting. Judging from the banker’s 
deseription, the CPA has acted in 
strict accordance with professional re- 
quirements, yet the banker finds the 
report unsatisfactory. The CPA 
failed to confirm accounts receivable 
or liabilities and did not verify inven- 
tories so he refrained from expressing 
an opinion. If he had expressed an 
opinion, we might be eritical but it 
is specifically stated that he did not 
do so. Why then is he subjected to 
censure by the banker? I think for 
two reasons. lirst, the banker fails 
to understand the importance of de- 
nying an opinion. By not expressing 
an opinion, the auditor planned to 
put readers of the report on guard, 
to warn them to read the accompany- 
ing statements with caution; appar- 
ently he has succeeded only in irri- 
tating this particular reader. Second, 
the banker is not concerned with the 
niceties of reporting as we are; his 
concern is with the underlying exami- 
nation. Insofar as he is concerned, 
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this is a substandard examination, 
and any report based on a substand- 
ard examination is unsatisfactory. 

This emphasizes the fact that bank- 
ers read our reports differently from 
how we write them. And we must 
have some sympathy for their point 
of view just as we expect them to 
have sympathy for ours. They need 
assurance that financial statements 
are reliable. This is what they under- 
stand an examination is designed to 
do, to put the CPA in position to 
give such assurances. If those assur- 
ances are not forthcoming, the exami- 
nation and the report are unsatisfac- 
tory. 


Classification of Substandard 
Reports 


Based on the reports and letters 
made available to us, it seems to me 
we can detect four types of ‘‘sub- 
standard reports. ”’ 

I. Reports which on their face are 
substandard in wording, indicating 
an unawareness of professional re- 
sponsibilities. The following excerpt 
from an ‘‘opinion paragraph”’ is illus- 
trative: 

**The accompanying statements are in ae- 

cordance with the books and reflect the 

financial position at July 31, 1960 and 


the results of operations for the fiscal 
year then ended.’’ 


No doubt the auditor meant to say 
little more than that the statements 
were in accordance with the books, 
but when he states that they ‘‘reflect 
the financial position . .. and results 
of operations. it appears that 
he is taking unlimited responsibility 
for their accuracy. I doubt very much 
if he meant to do so. 

Another report commences: 

“Tn accordance with your request we have 


prepared the accompanying statement of 
financial position. . . .?? 
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#As CPAs we all know the company 
‘prepares’”’ any financial statements ; 
§the auditor examines them. This same 
qGreport closes with these words: 

**On the basis of this examination, we 
are in a position to report that the aeecom- 
panying financial statements are in agree- 
ment with the accounts and haye been 
prepared from the accounts in accordance 
with generally accepted accounting prin- 
ciples.’’ 


mSuch an ‘‘opinion’’ says practically 
nothing. Yet it might well read very 
gimpressively to a  non-accountant. 
#Has a CPA properly discharged his 
6professional responsibilities when he 
has issued such a report as this? Al- 
Gthough to us it is obviously substand- 
fard, others may have far more diffi- 
Heulty with it. 

2. Reports which on their face 
Gappear standard but which are con- 
Wradicted by details expressed in 
Faccompanying notes or comments or 
n subsequent reports. The accom- 
fbanying extracts from two bankers’ 
etters describe such reports: 


First LETTER 
‘¢On a number of occasions, we have re- 
eeived an audit report which contained 
the standard unqualified opinion, as rec- 
ommended by the American Institute, and 
= yet in the long-form comments, the state- 
i ments are made that receivables were not 
- confirmed and the auditor was not present 
at the inventory-taking when in the case 
of receivables and inventory they consti- 
tuted the bulk of the current assets.’’ ‘ 


SEcOND LETTER 
‘<The company’s fiscal audit was prepared 
by a CPA and supported by a standard 
certificate with a clear opinion. There 
were no qualifying notes in the audit. 
A subsequent interim statement prepared 
by the same auditor reflected several 
sizable adjustments which were set out 


7This letter also reported quite a number of 
3ports which are enclosed in a folder showing 
fhe name of the accountant and showing the title 
s/f Certified Public Accountant but which reports 
Hontain no opinion or disclaimer or any comment 


e 
¥ 


= 


in a footnote. These adjustments repre- 
sented approximately 50% of the fiseal 
net worth. The auditor was ealled and 
had no logical explanation for his treat- 
ment of these items. We stressed the 
emphasis placed upon standard eertifi- 
cates and felt these large adjustments 
made a very poor impression with respect 
to the quality of the audit and justifica- 
tion for a standard certificate. 

As a result of our first experience with 
this CPA firm we will not place much 
confidence in his future work, nor will 
we feel we can recommend him to others 
seeking accounting services. ’’ 


3. Reports which appear standard 
on their face but which are unsup- 
ported by an adequate examination 
with no evidence to this effect in the 
report. Of course there were no illus- 
trations of this class of substandard 
report made available to us, but it 
seems apparent from the illustrations 
already cited, that such reports do 
exist. Their harmful effects cannot be 
overestimated. 

4. Reports which meet the require- 
ments of the profession so far as 
technical wording is concerned but 
which are based on what we may term 
‘‘substandard examinations.’’ This 
subject has already received attention 
in this paper but another illustration 
may be useful. The opinion criticized 
by the banker is found at the close 
of a long-form report. The statement 
of scope at the beginning of the re- 
port reads: 

“¢Our examination was made in aeceord- 
ance with generally accepted auditing 
standards, and accordingly ineluded such 
tests of the accounting records and such 
other auditing procedures as we consid- 
ered necessary in the cireumstanees, exeept 
that we did not observe the physical count 
of inventory at June 30, 1960, satisfying 
ourselves as to the inventory by other 
procedures. ’’ 


Note that the auditor states he has 
satisfied himself by other means with 


tf the effect that the statements were prepared & : hte 
Without audit or anything of the kind. respect to the inventory. Although 
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he was not present for observation of 
the physical inventory procedures, he 
has satisfied himself and as long as he 
is willing to take the responsibility 
for this, professional standards per- 
mit him to offer a clear opinion. 
Nevertheless, the banker objected to 
this in the following words: 
‘There is a definite exception noted 
here that auditor should have observed 
physical count of inventory, particularly 
since machinery stock of this company 
traditionally represents such a high per- 
centage of both current and total assets. 
The subsequent rendering of opinion by 
accountants (page 12) that statements 
fairly present the financial condition of 
company at audit date is definitely ques- 
tionable upon review of the scope of their 
inventory verification.’’ 
This illustration emphasizes the feel- 
ing apparently held by some bankers 
that observation of physical inven- 
tories is an absolute ‘‘must’’ in every 
‘*standard’’ examination. 


Conclusions 

If one pauses to take as impersonal 
a view of this problem of substandard 
reporting as possible, he finds a most 
difficult situation. On the one hand 
we have the independent CPA with 
(1) a variety of stated and unstated 
requirements to meet, (2) no power 
to enforce his client to accept a 
““standard’’ examination, and (3) a 
real and valid fear of nuisance suits 
and other legal proceedings. 

This combination of circumstances 
is more than some CPAs can cope 
with so we find them issuing obvi- 
ously unsatisfactory reports; others 
with a full recognition of their re- 
sponsibilities have found it necessary 
to develop skillfully worded opinions 
designed to limit their professional 
responsibilities. On the other hand, 
the banker has an even more difficult 
task of determining the requirements 


10 


which an auditor’s report should 


meet and couples this in most cases 
with a limited knowledge of account- 
ing and the niceties of the technical] 
jargon sometimes used in opinions. 
He expects a standard examination 
with a standard report and considers 
anything less to be ‘‘substandard.”* 
This is the problem of substandard 
reporting. 

Difficult as the problem is, even 
stating it helps us to see the nature) 
of its solution. In the long run, the: 
problem calls for, first, development 
of a more comprehensive statement off 
auditing standards and requirements, 
The present standards must be sup- 
plemented, expanded, and clea 
stated in some one authoritative docu, 
ment. I believe firmly that such a 
statement is quite possible without! 
becoming so detailed and specific a 
to restrict or regiment the practice 0 
auditing. Along with this, of course} 
must go a serious effort at continuing 
education for practicing CPAs. Way: 
must be found to give sole practi4 
tioners and the members of smal] 
firms the opportunities for inter} 
change of ideas, the hbrary and re. 
search resources, and the awarenesd 
of professional standards which com 
almost automatically to the members 
of the large accounting firms. A thirc 
long-range solution must be the avoid. 
ance of substandard examinations 
In all honesty, we must face the faa 
that a skillfully worded opinion may 
protect the CPA but it is unlikely 
to aid the non-accountant reader 
Certainly many of our clients benef’ 
by services which fall well short 0: 
a complete examination. Such sery 
ices should be made available in th 
future as in the past. But it is th 
service we have for sale, not ow 
names or CPA designation. We 
should look forward to the day whet 
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Wwe sign as CPAs only ‘‘standard’’ 
f examinations. This will be a long step 
orward toward elimination of the 
roblems of substandard reports. 
! But these recommendations are for 
he long run. What can we do right 
qiow? First and most obvious, every 
PA should make a real effort to be- 
Pome acquainted with present profes- 
gsional requirements. As divergent and 
fiseattered as such requirements are, 
@hey are available in our professional 
Miterature. There is little exeuse for 
he practitioner who neglects his own 
eontinuing education and fails to 
#xeep abreast of current developments. 
§second, CPAs should make a strong 
@ffort to meet their client’s bankers 
Hand to establish a working relation- 
{ship with them. Except for SEC re- 
uirements, the major reason for 
Daudits consists of the insistence of 
foankers on audited statements in 
@onnection with loan applications. 
HBut even when a CPA serves a client 
in a non-audit capacity he should 
@encourage the client to bring his 
fManker and CPA together to the ad- 
vantage of all three. A client who 
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refuses to do this either requires 
further education by his accountant 
or must be viewed with some suspi- 
cion. Of course, this responsibility 
runs to bankers too. In many cases 
they are best able to take the initia- 
tive in encouraging the development 
of closer relations with their custo- 
mers’ accountants. Finally, account- 
ants should take every opportunity to 
‘‘educate’’ bankers with respect to 
the dangers involved in reliance on 
non-standard opinions. We must not 
assume that bankers are as familiar 
with the shades of meaning in andit 
opinions as we are. At least as much 
time should go into the reading of an 
opinion as went into its composition, 
and we have failed in our professional 
responsibilities if we do not strive to 
make this clear to all those who read 
them. 

I think if we can find ways to im- 
plement these recommendations, both 
those for the immediate future and 
those suggested as long-range, we can 
do much to reduce the problems of 
substandard reporting. 


Vat 


Auditing Standards, Accounting 
Principles and Substandard Audit} 


Reports 


The Field Work 
and the Report 


By C. C. Crumley 


On the following page is presented 
a chart which has been developed to 
illustrate the interrelation, as I see 
it, of our ‘‘ Audit Standards,’’ ‘‘Gen- 
erally Accepted Accounting Princi- 
ples’’ and our ‘‘ Report.’”’ 

In the upper left of the chart you 
will note the three ‘‘ Auditing Stand- 
ards.’’ These three are summary 
standards, as described in the book- 
let ‘‘Generally Accepted Auditing 
Standards’’ printed by the American 
Institute of Certified Public Account- 
ants, categorizing ten detailed stand- 
ards. The ‘‘General Standards,’’ or 
the ‘Personal Standards”’ is the first 
group and is the foundation of our 
profession; from this flows our abil- 
ity to perform the ‘‘Standards of 
Field Work,’’ and the ‘‘Standards of 
Reporting.’’ Under the ‘‘Standards 
of Reporting,’’ are its various ele- 
ments as found in our ordinary cer- 
tificate; audit standards, accounting 
principles, consisteney, disclosure, 
and our opinion. 

The ‘‘Standards of Field Work’’ 
break down into three areas; Audit 
Procedural Standards—the accepted 
audit mechanics, Generally Accepted 
Accounting Principles, and Material- 
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ity—the professional recognition of 
the important from the unimportant. | 

In an audit, basically what we do} 
is to (1), apply our ‘‘ Audit Process 
dural Standards’’ to the client’s 
financial matters for snd éeet aa 
and for verification; (2) judge the 
accounting principles which we ob- 
serve to see that they are in agree- 
ment with ‘“‘Generally Accepted Ae- 
counting Prineiples’’; and (3) reach 
certain reporting conclusions taking 
into consideration the materiality of! 


the matters involved. | 

What I have tried to portray in the 
chart is that in the application of our 
‘Standards of Field Work’’ we filter 
the chent’s financial matters through 
a screen composed of ‘‘ Audit Proce- 
dural Standards’’ and ‘‘Generally 
Accepted Accounting Principles,” 
these two together as a sereen, so as 
to reach reporting conclusions as to: 
Accounting Principles—their propri- 
ety, Consistenecy—as a statement of 
fact, and Disclosures—their necessity. 

These three reporting conclusions 
are then combined with a further 
statement of fact as to the audit 
standards that were employed, and 


{then we are presumably in a position 
\to express an opinion in a report. 
This basically is how I envision the 


| 


> 
Weakness in foundation or inept- 
iness in applying any of the links in 
this chain will result in reports which 
at best would be poor and trending 
jtoward substandard. Within this 
framework I think we’re now ready 
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AUDITING STANDARDS 


OF FIELD 
WORK 


to see some of the how’s and why’s 
of substandard reports. 


Reporting and “General Standards” 


The only area in which we seem to 
have difficulty with the ‘‘General 
Standards”’ is with the second of the 
underlying standards, which states 
that ‘‘In all matters relating to the 
assignment, an independence in men- 
tal attitude is to be maintained by 
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the auditor or auditors.’’ This stand- 
ard gives rise to a number of com- 
plaints each year that reports are 
substandard—that the accountants 
were not in fact independent. Situa- 
tions have existed where the account- 
ant was an officer or director of a 
client or held a significant stock inter- 
est and still saw fit to issue an un- 
qualified opinion—and in most in- 
stances without disclosure. 

Many illustrations exist of this type 
of situation. A recent publication 
told of a CPA who was a major stock- 
holder in a corporation that arranged 
for his CPA partner to issue an un- 
qualified opinion on the corporation 
—and no disclosure was made of the 
relationship. The certifying CPA 
was obviously not independent, and 
the opinion he issued was one of the 
more sub of our substandard reports. 
No one profited when this situation 
was brought to lhght. 

Fortunately, the examples with 
which I am familar are out-of-state 
situations. Illinois, as you undoubt- 
edly are aware, is the only state that 
has a forceful rule on this matter of 
independence. In I]linois you are not 
to have any financial interest in a 
chent for which you render an un- 
qualified opinion; nor are you to hold 
a title or position with the client. 
This rule was adopted by us in 1954 
and there is every indication that 
other states and the Institute are to 
follow suit. 

The SEC has also made great 
strides in developing guideposts of 
independence, and many firms have 
instituted policies in this area. So the 
evolution is definitely toward more 
strict interpretation of independence. 

A mistake that is easily made is to 


assume that ‘‘ Audit Standards’’ are 
static. Such is not the case; relation- 
ships that are satisfactory for teday, 
may turn out not to be up t® our 
standards for tomorrow. As _ just 
noted, the evolution of independence 
from an economic sense 1s one exam- 
ple. Another is the present evolution 
of the concept of independence in 
relationship to our so-called ‘‘write- 
up’’ work. The thinking is that no 
one person can be truly independent 
in relationship to his own work, and 
thus if the ‘‘write-up’’ work is such 
that the auditor is checking himself, 
then the auditor is not in fact inde- 
pendent. The SEC has taken this 
position, and undoubtedly the pro- 
fession will be moving more in that 
direction in coming years. 


Reporting and ‘Generally 
Accepted Accounting Principles” 

As we all know, there are many 
‘‘orey’’ areas within “‘Generally Ace 
cepted Accounting Principles,’’ and 
to this extent the statements on which 
we issue our reports may not be ex- 
actly substandard, but they certainly 
would not be considered completely 
desirable products. 

Some ‘‘grey’’ areas may have a pre- 
ferred treatment, but that preferred 
treatment may not be obligatory. 
The accounting principles for pen- 
sions are a classic example of a pre- 
ferred treatment, but one which has 
no strength. Bulletin 47 states a very 
desirable principle in paragraph 5, 
but paragraph 7 states that since this 
preference has not yet become gen- 
erally accepted it is not obligatory. 
You don’t have to look very far for 
examples of poor statements result- 
ing from the application 


of this | 
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CHARLES ©. CRUMLEY is a partner in the firm of Arthur Young & Co., 


Chicago. 
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j‘grey’’ principle—the publication 
wntitled ‘“‘Accounting Trends and 
echniques’’ by the American Insti- 
jute of Certified Public Accountants 
shows several. 

' Pooling of interests from Bulletin 
+8 is another example of weak ac- 
jounting principles, and one which 
Jesults in a good number of poor 
jtatements. 

# Although our certificates or reports 
fnay not be substandard as such for 
ahese areas, the weak accounting 
Principles to which we indicate con- 
jormity result in certificates which 
re equally weak. But these areas of 
»referred practice and weak princi- 
vle, and the resulting poor reports 
Jnd statements are primarily a prob- 
em of the profession as a whole. 
ntil such time as the profession has 
jliminated these ‘‘grey’’ areas, how- 
iver, we should endeavor to upgrade 
ur individual reports in line with 
he broad general principles as we 
mnow them, and, as a minimun, pro- 
eet the pubhe and ourselves through 
ull disclosure. 

So, unfortunately, there will be 
some poor reports, which are beyond 
Sur individual ability to correct, and 
With which we’ll have to live for 
fme time. But where we are dealing 
fith resolved principles, we have a 
Sifferent story. There basically 
should be no substandard reports in 
ynese areas, unless: 

The CPA lacks knowledge of the 
principles involved, or 

He is careless or does not give 
adequate thought to their applica- 
tion, or 

He lacks personal strength—he 
won’t stand up for his position ; 
or take one. 


7 A number of illustrations could be 
Siven of substandard reports in re- 
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solved areas of principle; one of the 
most common we see is that of over- 
head cost application to inventory. 
Some companies have excluded over- 
head_completely from inventory cost, 
while others make only a token appli- 
cation. Very seldom do exceptions in 
CPA’s certificates result from these 
understatements of inventory cost, 
yet reports where the understate- 
ments are material, are obviously sub- 
standard. 


Reporting and ‘‘Audit Procedural 


Standards”’ 


‘‘Generally Accepted Accounting 
Principles’? apply in most instances 
at the transaction level, rather than 
as broad general concepts. New prob- 
lems create ‘‘grey’’ areas, and poor 
reports. ‘‘Generally Accepted Audit- 
ing Standards,’’ on the other hand, 
apply as broad general concepts, and 
thus there are a minimum of ‘‘grey”’ 
areas. Each of our procedural stand- 
ards is the result of some broad 
general standard, and any new prob- 
lem will generally find some over- 
riding auditing standard. 

Thus practically no substandard 
reports should exist due to procedural 
deficiencies. If they exist, they exist 
because : 

1. The CPA lacks knowledge of the 
standards, or 

2. He is being careless or does not 
vive adequate thought to the pro- 
cedure, or 

3. He lacks personal strength—he 
does not insist that the standards 
be followed. 


Two of the most common causes of 
this type of substandard report are 
found in connection with the confir- 
mation of receivables and physical 
observation of inventory. In October, 
1939 the ‘‘Extensions of Auditing 
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| 

se ; : : a i 

Procedures’? was issued specifically These are in violation of Statement 
stating that confirmation and physical 23. | 
Report Qualifications 

The Canadian Institute of Char-! 


observation were required procedures i 
for an unqualified opinion. We still 
see unqualified opinions, where it is ; 4 
Deine: : i. ee he report it is tered Accountants issued their Bulle- 
known, or later in the report 1t 1s iin No. 18 in Ateust of 1OGOu mae 
stated, that receivables were not con- .~  — . nee ge : a 
firmed or that physical inventories ing with qualifications in auditor’s 
were not observed. It is incompre- Ae os vale cana ee go 
: ; oe : e ga < ary e cir- 
hensible why this condition continues ecucmie ieee a cm 
eae at cumstances which prevent the auditor 
neo from giving an opinion without quali-+ 
Reporting and the “Opinion” fication or exception.’’ The bulletin; 
indicates that these usually involve :) 


G 


Lastly, let’s look at the ‘‘opinion”’ 
as a source of substandard reporting. 
Certainly this isn’t an unresolved 
area, but it’s one of the most frequent 
causes of substandard reports. 

Auditing Procedures Statement 23 : ae A 
December, 1949, and Ke OL une Seen a al 

(ii) Accounting deficiencies, in-j 
cluding : 
(a) Failure to disclose essen-} 

tial information. 
(b) Failure to adhere to gen-} 


‘* (i) Auditing deficiencies includ-| 
ing: 
(a) Failure to obtain essen-} 
tial information, and | 


(b) Limitations in the scope} 


was issued in 
stated in essence that ‘“‘The report 
shall either contain an expression of 
an opinion regarding the financial 
statements, taken as a whole, or an as- 
sertion to the effect that if an opinion 


cannot be expressed, the reason there- ny Ses accoumaa 
for should be stated. In all eases me principles, and. 
where an auditor’s name is associated a Inconsistencies in the aay 
with financial statements the report puesnonmo. general i 
should contain a clear-cut indication cepted accounting princl- 
of the character of the auditor’s ex- see F ples. 

amination, if any, and the degree of (i) Disagreement on valuation.% 
responsibility he is taking.’? But in The Bulletin goes on to deseribe} 


spite of this clear statement we still each of these items in some detail. 
find reports that do not express or Time doesn’t permit our getting into! 
disclaim an opinion. this detail now, but [ would recom- 
One report of this type came to my mend the Bulletin to you for your 
attention recently; it stated that an study. It is sufficient for this paper, 
examination had been made, it told however, to recognize that these 
what they did, and finished with ‘‘We causes of qualifications are generally 
will be pleased to furnish any addi- the same as the causes of substandard 
tional information desired.’’? There reports where the specific cireum- 
is no excuse for this type of report. Stances are not properly resolved. 
Another example that we still see is 
monthly and quarterly statements in 
a CPA’s cover or on his stationery, 


Substandard Reports and 
Professionalism 


; The problem of substandard re- 
with no disclaimer of an opinion. porting, apart from that caused by 
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(‘erey’’ areas in accounting princi- 


jples, is basically one of our being a 
jprofession, or of our being a trade. 
jl. If we lack knowledge of our ‘‘ Au- 
dit Standards’’ and ‘‘ Accounting 
Principles,’’ how can we possibly 
be considered by others to be pro- 
fessional ? 

2. If we are careless or don’t give 
adequate thought to the applica- 
tion of the ‘‘ Audit Standards’’ 
and ** Accounting Principles,’’ we 
don’t deserve to be professionals. 


} “* ‘The time has come,’ the Walrus 
dsaid, ‘to talk of many things, of shoes 
ind ships and sealing wax, of cab- 
Dages and Kings.’ ’”’ If Lewis Carroll 
tvere to write Alice in Wonderland 
joday he most certainly would add 
e‘income taxes’’ to the Walrus’ list 
)f things to talk about. For what is 
fore fantastic than today’s income 
jax law? Just as Alice popped down 
“in innocent looking rabbit hole only 
to find herself in a strange bewilder- 
ng land of fantasy—so did American 
saxpayers some 40 years ago start 
jlown what appeared to be a simple 
bath of taxation, only to find them- 
Yelves lost in a labyrinth of rules and 
Fegulations, vainly attempting to ex- 
lain a code distorted by a myriad 
+f special exemptions, provisions, 
jredits and deductions. 


bages, a law so complex, so full of 
(popholes and ambiguities that it has 


that we have reached the ultimate in 
Jjantasy land, or, as Alice might have 


3. If we lack personal strength, we 
aren’t professionals. 


Substandard reports by their mere 
existence injure the prestige of the 
entire profession and act as a deter- 
rent to our future growth. Obviously 
it is to the best interest of each of us 
to follow the leadership that the pro- 
fession provides to improve our ‘‘ Au- 
dit Standards,’’ and to apply all of 
our professional skills to eliminate 
reports that could in any way be 
referred to as ‘‘substandard.’’ 


Is The Present Income Tax Law Equitable? 


expressed it, we have a severe ‘‘code”’ 
in the head?! 

If the income tax is to survive it 
must be simplified ; it must be reduced 
to a code and regulations that are 
easily understood by any uneducated 
layman; and above everything else, 
all, absolutely all, of the special pro- 
visions, exemptions, deductions and 
credits must be taken out of the Code 
or reduced to such a bare minimum 
that all taxpayers can again respect 
the income tax law. 

Now who is going to do all of this 
reforming of the present tax code? 
Certainly not the privileged groups; 
certainly not labor unions or trade 
associations, and most certainly not 
the Republican or Democratic party. 
It is going to be done by people like 
yourselves who may even have to give 
up certain privileges that you have 
under the present law; people lke 
yourselves, who can foresee that major 
surgery is necessary within the next 
few years so-that-chaos-does not over- 
take our system of taxation. 

\ Maucotm REED } 


—_Lares—The Tax Magazine 
Da 901 


17 


Confidence in the Accountant | 
Is a Necessity in the Credit} 
Granting Function 


Bankers’ Problems 
with Respect to 
Financial Reports 


By F. W. Burnham 


You realize that it is axiomatic for 
the banking profession as a whole to 
respect highly the Illinois Society of 
Certified Pubhe Accountants inelud- 
ing, among many other achievements, 
its yeoman work in maintaining and, 
where possible, improving standards 
of professional excellence. The pre- 
vious papers have covered in an excel- 
lent manner the accounting aspects of 
substandard reports. Therefore, to 
avoid an anti-climax, my remarks will 
be confined to a few elementary state- 
ments suggesting how the poor down- 
trodden banker is almost completely 
at your mercy. 

Of course, every banker 
accounting baekeround. 
have people originally fairly well 
trained in accounting on our staffs. 
In fact some are members of the So- 
ciety. On the other hand, we should 
recognize that lending officers of 
banks must be regarded as laymen 
in your hands. It is the constant 
exploration and study of professional 
principles which distinguish profes- 
sions like your own as well as, 


has some 


We even 


for 


example, law and medicine. As you 
have frequently found in your 


vidual becomes 
simply on the outside looking 
Thus, it’s easy to 
subtle phraseology may 
ing to the layman. 
old business 
mented: “It 
nothing than 
SOs 

Yet, every bank officer 
needs to keep up to date on the finan- 
cial position of each of his depositors. 
In addition to the reason that im- 
stantly comes to your mind, namely, 
the extension of credit, the banker is 
naturally one of the first sources of 
general financial advice to his de- 
positor and is also, even in the case 
of a non-borrower or non-consultant, 
the first place given as a reference 
to his depositor’s standing. All three, 
reference, counsel and eredit con- 
stantly recur. 

Therefore let’s spend a few min- 
utes considering three points, such as: 


rusty when he 


be mislead- 
In fact, as a wise, 
friend recently 


is far better to know} 


con-} 
tacts with financial personnel an indi-} 
is } 
in. | 
understand how} 


com- + 


a lot of stuff that isnt] 


obviously } 


jfirst, standard credit analysis; second, 
show bankers feel the accountant fune- 
tions; and, third, confidence in both 
ithe depositor and his accounting ad- 
Wisor. Since your work is generally 


Standard Credit Analysis 

Credit analysis is essentially sim- 
The only problem is having the 
facts straight and all the essential 
facts. The scope of any analysis is 
cwofold: first, the amount of money 
involved ; second, timing of repay- 
‘ment. Parenthetically, sometimes a 
jlepositor forgets the latter, asking a 
fommon question: ‘Well, I’m good 
®or it, aren’t I?’’ But it doesn’t take 
much reflection to show that the ease 
lof bank lending is based upon precise 
Heceipt of repayment, not only as 
yvidence that the borrower has his 


but to give the lender the expected 
ppportunity to appraise performance, 


» To touch another aspect, credit 
ierantors, actual or potential, look to 
hat you’ve heard called ‘‘the four 
!’s of credit.’’ These are, of course: 


litions. They all apply regardless of 
ivhich of the main types of credit 
| be under consideration. How- 
‘ver, just for the record, you will re- 
fall that typical commercial loan situ- 
(tions fall generally into one of two 
Jategories. The traditional one is the 
ydvance that is to be repaid through 
4 seasonal liquidation of assets or the 
Herformance of a specific contract. 
The second is now equally familiar 
iIthough it first started to become 
Prevalent in the commercial banking 


field of this country about twenty- 
five years ago. That’s term credit, re- 
payable by operating cash throwoff, 
including unexpended depreciation 
or depletion plus undistributed earn- 
ings. You well know that neither 
type of loan can be analyzed without 
both balance sheets and operating de- 
tails. In either case, moreover, the 
traditional four C’s apply. 

Some might ask how the accounting 
profession is responsible for these eri- 
teria other than the ones referred to 
as capital or, perhaps, capacity. But 
when you recall the extensive use of 
comparative figures, both to deter- 
mine the internal soundness of an in- 
dividual enterprise and contrast its 
performance with both absolute stand- 
ards as well as its peers in the trade, 
you can readily see that a borrower’s 
financial reports may serve as con- 
tinuing testimony for any category 
of performance. Furthermore, you 
recognize that a loan isn’t simply ex- 
tended and forgotten. Not only does 
a credit grantor advance money with 
the expectation of getting it back, but 
the banker wants to be of permanent 
service to the same depositor. Thus, 
a recurring study of regular series of 
reports is one of the prime tools in the 
proper administration of a deposit 
relationship. 


Bankers’ Reliance on Accountants 


As to our second topie, the bankers’ 
reliance on the accounting profession 
doesn’t lend itself easily to brief cata- 
loging. However, at the risk of omit- 
ting some important items, we can 
review a few. Fundamentally, not- 
withstanding the fact that the lending 
officer is sufficiently interested in his 
customer to make frequent personal 
visits, you agree that that officer cer- 
tainly lacks the unique ability of the 
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accountant to go behind the figures, 
not only with ready access to facts 
for the exercise of judgment, but con- 
sistently and on every statement date. 
Furthermore, the lending officer natu- 
rally expects each customer to have 
a thoroughly adequate system of in- 
ternal control. Even a small business 
needs to know where it is, before it 
can determine where it is going. How 
ean this be achieved without compe- 
tent professional accounting advice at 
the outset and regular review there- 
after? In addition, the broad business 
experience of the accountant is a con- 
stant source of counsel to his chent. 
Now, particularly, near the end of the 
year, none of us can forget that a 
high proportion of our own income, 
to say nothing of 52% of even the 
medium-sized corporation’s net, will 
oo for taxes. Who can better provide 
ouldanece than the qualified account- 
ant? Taking systems, general busi- 
ness counselling, and taxes, together, 
who but the accountant, again, can 
insure the maintenance of consistency 
plus a_ sophisticated evaluation of 
any external influences that might 
not otherwise be reflected in a client’s 
accounts? Yet the resulting altered 
valuations, establishment of reserves, 
plus notes on contingent liabilities 
must be intelligible to some reader. 
In the absence of that welcome but 
rare event, an authorized personal 
interview with a client’s accounting 
advisor, the actual financial reports 
are the only evidence that the banker 
sees. Moreover those reports are a 
permanent record often studied again 
and again. 


Confidence 
Finally, therefore, it’s hardly nee- 
essary to suggest that confidence in 


both the depositor and the accountant 
rests to a considerable extent on what 
the banker sees. Since a common 
yardstick of performance is the fiscal 
year, such evidence is automatically 
the financial report. It’s unnecessary 
to examine right now the varying 
preferences from time to time, for 
long or short form reports, although 
it’s an interesting topic. However, in 
either case the appropriateness of the 
accountant’s expressed opinion is a 
prime object of scrutiny. You don’t 
need to be assured, by the way, that 
the average banker realizes that de- 
spite an unqualified opinion, an audi- 
tor is not holding himself out as an 
appraiser. Nevertheless he does feel 
that the accountant has an undeniable 
responsibility for providing reliable 
reports in clear and understandable 
language. 

In spite of the good job done by 
both the American Institute of Certi- 
fied Public Accountants and the Ih- 
nois Society, in maintaining the 
standards of their own profession on 
the one hand and, on the other, trying 
to keep credit grantors up to date on 
modern accounting practice, enough 
unsettled areas exist, new problems 
arise, while new people constantly 
enter both the accounting profession 
and financial fields. Bankers may 
not often be the paying client, but 
they appreciate being recognized as 
a large seale consumer of account- 
ants’ visible product. 

Therefore you can’t blame credit 
grantors for feeling wounded when 
any evidence of non-standard report- 
ing occurs. It’s hardly necessary to 
suggest that variations from stand- 
ards attack: (1) usefulness of reports 
for analytical purposes; (2) bankers’ 
confidence in the character of other 
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services provided by such a profes- 
sional advisor, and (3), not to any- 
jpne’s surprise, indirectly reflects upon 
the character of the accountant’s 
chent. Therefore, can there be any 
loubt as to the validity of criticizing, 
10owever infrequently encountered, 
substandard field work or reports, 
vasive language by accountants or 
the failure of CPA’s to understand 
pankers’ limitations in following teeh- 
hical language? Finally, you must 
fealize that there exists an occasional 
tisk that possibly unauthorized per- 
sonnel among your clients might in- 
udvertently remove a sheet from a 
“eport, such as a Balance Sheet, so 
that it might be read out of context. 
iThis suggests the prudence and cour- 
mesy of placing on every page of fig- 
fires (as many firms do) a notation 
©o the effect that the accompanying 
notes, comments or supporting data 
re an integral part of the statement. 
I am happy to say that we don’t 
aften observe deviations from ac- 


tr field work. But the banker is so 
4onscious of his dependence on your 


the Robert Morris Associates has a 
booklet ‘‘Financial Statements for 
Bank Credit Purposes,’’ originally 
issued in 1951, that we give appropri- 
ate depositors. It’s intended, not as 
a guide to auditing procedures but 
as a tool to impress upon the customer 
(1) that he needs regular CPA ad- 
vice, and (2) that a comprehensive 
engagement is in his interest. Thou- 
sands have been distributed. Thus 
uniformly high standards in the pro- 
fession will help us serve our deposi- 
tors better. In thinking of your pro- 
fession I’m again reminded of my 
wise old business friend’s expectation 
of the U.S. President: ‘‘a combina- 
ion of Moses, Demosthenes, St. Peter, 
Houdini, and Santa Claus.”’ 

In conelusion, we have touched 
briefly on the field of credit analysis, 
bankers’ appreciation of the broad 
scope of the accountants’ professional 
functions, and the question of the de- 
eree of confidence in both accountant 
and chent created by the visible evi- 
dence. 

We’ve been speaking only in gener- 
alities, On the following 
pages we can see what examples your 
committee’s research has unearthed. 


however. 
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Examples of 


Substandard Reports 


Exhibit 1 

Cicero 50, Illinois. 

To the Members of the Board of 
Directors : 

In accordance with your request, 
we have prepared the accompanying 
statement of financial position of 

(an Illinois corporation ) 
as of October 31, 1959, and the re- 
lated statements of stockholders’ 
equity and of imcome and expense 
for the fiscal year then ended. 

We did not confirm either the ac- 
counts receivable directly with custo- 
mers or the liabilities directly with 
the ereditors; neither did we verify 
the quantities and unit prices of the 
inventories. Therefore, we are not in 
a position to express an opinion upon 
the financial statements. 

Our examination did include a re- 
view of the accounting procedures 
of the corporation and an examina- 
tion or testing of the accounting ree- 
ords to the extent that we considered 
appropriate in the circumstances. In 
addition, we analyzed all account bal- 
ances in the statement of financial po- 
sition and tested many of the accounts 
in the statement of income and ex- 
pense, 

On the basis of this examination, 
we are in a position to report that 
the accompanying financial state- 
ments are in agreement with the ac- 
counts and have been prepared from 
the accounts in accordance with gen- 
erally accepted accounting principles. 

Very truly yours, 


Exhibit 2 


‘We have examined the balanee } 
Sheets 0 eee ee ee ante : consolidated 
with its finance subsidiaries, as of - 


September 30, 1959, and the related | 
statement of consolidated income and 
surplus for the fiscal year then ended. : 
We did not examine the balance } 
sheets and related statements of in- 
come and surplus of the four ........... 
subsidiaries andeone. ee sub- |} 
sidiary that are included in the} 
consolidation. For each of these cor-| 
porations we accepted the report of} 
examination of other independent} 
Certified Public Accountants. The in- 
vestment value and net earnings of 
the subsidiary were ac-} 
cepted as shown by the company. 
Our examination was made in accord- 
ance with generally accepted auditing: 
standards, and accordingly included 
such tests of the accounting records} 
and such other auditing procedures} 
as we considered necessary in the ecir-} 
cumstances. 


insurance 


In our opinion, the accompanying} 
balance sheet and related statement 
of income and surplus present fairl 
the consolidated financial position of 
subsidiaries as of Sepicmne: 30, 1959, | 
and the results of their consolidate 
operations for the fiseal year the 
ended, in conformity with generally} 
accepted accounting principles ap- 
pled on a basis consistent with tha 
of the preceding year.’’ 


Banker’s Comment on Exhibit 2 


This certificate was prepared in 
{ connection with an audit of a small 
{loan company. The investment value 
# (shown at book value) of the insur- 
jance subsidiary was in excess of 
§ $500,000; the net earnings of the sub- 
) sidiary were not given, but they were 
(consolidated with other subsidiaries. 


Opinion 
In our opinion, the accompanying 
Hbalance sheet and the related state- 
Fments of income and surplus present 
fairly the financial condition of 
2h ete SY: as of June 30, 1960 
and the results of the Company’s 
{operations for the fiscal year then 
vended, in conformity with generally 
Jaccepted accounting principles ap- 
iphed on a basis consistent with that 
of the preceding year. 
Respectfully submitted, 


imachinery. 
Audit report values all inventory 


ng $241,000 of used machinery (com- 

doany is dealer in new and used ma- 
bhinery). This stock on hand repre- 
Ments 511 days of net sales or 705 
Ylays of cost of sales. 


AOXAMPLES OF SUBSTANDARD REPORTS 


There is a definite exception noted 
here that auditor should have ob- 
served physical count of inventory, 
particularly since machinery stock of 
this company traditionally represents 
such a high percentage of both eur- 
rent and total assets. The subsequent 


rendering of opinion by accountants 


that statements fairly present the 


financial condition of company at 


audit date is definitely questionable 


upon review of the scope of their 


inventory verification. (Underscore 
added ) 


Exhibit 4 
Officers and Directors 
Chicago 31, Illinois 


We have examined the books of ae- 
COUN all derecord Ok ges.) ee INC. 
for the fiscal year ended July 31, 1960. 
In connection therewith, we inspected 
or tested accounting records of the 
company and other supporting evi- 
dence, without making a detailed au- 
dit of all of the transactions. We 
requested no information from out- 
side sources and confined our verifi- 
cations to information available at 
your office. 

The accompanying statements are 
in accordance with the books and 
reflect the financial position at July 
31, 1960 and the results of operations 
for the fiscal year then ended. 

The Inventory of Merchandise at 
July 31, 1960 represents a physical 
count taken by responsible employees 
of the company. We have accepted 
the valuation without any verifica- 
tion. 

The attention of the reader is called 
to the fact that a partner of this firm 
is financially interested in the subject 
company. 

Based upon such examination, we 
present the Exhibits and Schedules, 


293 


indexed on the following page, which 
comprise this report. 
Respectfully submitted, 


Exhibit 4A 

Banker’s Comments on Exhibit 4 

This report of 7/31/60 and previ- 
ous report. of 7/31/59 were prepared 
by a CPA firm who confined their 
verifications to information available 
in client’s office. Inventory valuation 
was accepted without verification and 
no information was requested from 
outside sources to confirm any items 
appearing on statements. 

The accountants state that a part- 
ner of their firm is financially inter- 
ested in the subject company. While 
no standard certification is presented, 
the body of introductory remarks 
contains the following: 

‘“‘The accompanying statements are 
in accordance with the books and 
reflect the financial position at July 
31, 1960 and the results of operations 
for the fiscal year then ended.”’ 

A comparison of 7/31/60 and 
7/31/59 Balance Sheets leaves sev- 
eral unexplained significant changes 
between both year ends. Nor does 
P & L for year ended 7/31/60 reflect 
any explanation of these following 
items : 


1/3.) 9mm Ba LOU 

Investment in 

Subsidiary $ 68,139. $166,359. 
Advanees to 

Subsidiary 281 220) — 
Loans Payable 

Officer & 

Others 491,300. —0— 
Paid-in Surplus —0— 347,047, 


Exhibit 5 
Board of Directors 
We have examined the statement of 


financial position of 
as of 
Our examination was made in accord- 
ance with generally accepted auditing 
standards, and accordingly included 
such tests of the accounting records 
and such other auditing procedures 
as we considered necessary in the cir- 
cumstances. 

In our opinion, the accompanying 
statement of financial position pre- 
sents fairly the financial position 
OL | Seacatieuegh oie Ma eee ee ee at 
coh he cae cee Aes eee in conformity 
with generally accepted accounting 
principles applied on a basis consis- 
tent. with that of the preceding year. 

Certified Public Accountants 


Exhibit 5A 

Banker’s Comments on Exhibit 5 

In this situation the auditor speaks 
of having examined the ‘‘statement of 
financial position’’ and proceeds to 
render an opinion only on the state- 
ment. It appeared to us that we had 
an audit limited to the balance sheet 
only, but the reference to the state- 
ment of financial position seemed to 
give a broader application to the 
coverage than intended. 

Ordinarily, a certificate would give 
reference to the effect that ‘‘our ex- 
amination did not include the results 
of operations for the year ended.”’ 
In discussing this with the auditors, 
they verified that this was a limited 
engagement. It was their feeling that 
by referring to the balance sheet 
alone there was no necessity to even 


mention the statement of operations. 
It is difficult to see how the firm 
would certify the balance sheet with 
a clear opinion and yet not cover the 
intervening profit and loss statement. 


i 


The reports presented here 


Were submitted by Chicago banks at the 


request of the committee on cooperation with bankers and credit grantors. 
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Apparently the auditors satisfied 
themselves that the net profit was 
i proper, so they felt justified in recon- 
|eiling net worth. 

This situation, of course, points out 
)that any deviation from the language 
of a standard opinion should act as 
)a warning signal. It was our feeling 
jthat this was a very misleading prac- 
Etice for an auditor to follow. (Under- 


"Dg OL lek oes ee ee as of 
May 31, 1960 (Exhibit A) and the 
supplemental schedules pertaining to 
sfinancial position and cash balances as 
GAGE NG EN AES le nC ne oe 
Jur examination was made in accord- 
Since with generally accepted auditing 
@standards, and accordingly included 
such tests of the accounting records 
find such other auditing procedures, 
n relation to the balance sheet only, 
vis we considered necessary in the cir- 
fumstanees. 

In our opinion, the accompanying 
nalance sheet and supplemental sched- 
giles pertaining thereto 
resent fairly the financial position 
Gf the Company at May 31, 1960, in 
Honformity with generally accepted 
@ccounting principles consistently ap- 


or 


OMS Lessee oe , and we do 
ot express an opinion concerning 


a9) 


This certificate was prepared in 
fnnection with the auditing of a 


. <AMPLES OF SUBSTANDARD REPORTS 


general insurance agency which shows 
gross Commissions in excess of $1,000- 
000. 


Exhibit 7 

In reply to your letter of Septem- 
ber 20 in which you asked for samples 
of some substandard reports received 
from members of the Ilinois Society 
of CPA’s, I am submitting the fol- 
lowing two conditions which I believe 
meet with your request : 


1. Ona number of occasions, we have 
received an audit report which 
contains the standard unqualified 
opinion, as recommended by the 
American Institute, and yet in the 
long-form comments, the state- 
ments are made that receivables 
were not confirmed and the audi- 
tor was not present at the inven- 
tory-taking when in the case of 
receivables and inventory they 
consisted the bulk of the current 
assets. 

2. We have received quite a number 
of reports which are enclosed in 
a folder showing the name of the 
accountant and showing the title 
of Certified Publie Accountant, 
but which reports contain no opin- 
ion or disclaimer or any comment 
to the effect that the statements 
were prepared without audit or 
anything of the kind. 


Exhibit 8 
Regarding your letter of September 

20, listed below are two examples as 

requested : 

1. Major errors—A footnote to the 
balance sheet indicates that the 
bank loan is collateralized by re- 
ceivables and inventories. In addi- 
tion, we held as collateral to part 
of the bank loan a chattel mort- 
gage on the major portion of 
company’s fixed assets to which no 


or 


~~) 


if 


reference was made in the foot- 
notes. 

In the current assets section of 
the balance sheet under the cap- 
tion accounts receivable was an 
item ‘‘Affiliated Companies— 
$18,366.05.’ In reviewing the bal- 
ance sheet items with the manage- 
ment we learned that one affiliate 
owed the company $26,000, while 
the company owed another affili- 
ate approximately $8,000 and the 
auditor netted these two amounts. 
Minor errors, of which there were 
several, indicated mislabeling of 
certain columns of figures, labeling 
the net profit as gross profit, and 
errors in spelling. 

2. Auditors’ certificate is qualified 
by a paragraph stating that the 
individual listed first on the ae- 
countant’s letterhead has been 
employed on a full-time basis by 
the company as Controller which, 
of course, removes the independ- 
ent attitude of the report. 
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Exhibit 9 

The company’s fiscal audit was pre- 
pared by a CPA and supported by 
a standard certificate with a clear 
opinion. There were no qualifying 
notes in the audit. A subsequent in- 
terim statement prepared by the same 
auditor reflected several sizable ad- | 
justments which were set out in a 


footnote. These adjustments repre- 
sented approximately 50% 


j 
| 
of the 
fiscal net worth. The auditor was | 
called in and had no logical expla-— 
nation for his treatment of these | 
items. We stressed the emphasis} 
placed upon standard certificates and | 
felt these large adjustments made aj 
very poor impression with respect to; 
the quality of the audit and justifica-} 
tion for a standard certificate. | 
As a result of our first experience 
with this CPA firm we will not place} 
much confidence in his future work, 
nor will we feel we can recommend 
him to others seeking accountin 
services. 
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A portion of the program at the 
fannual meeting of the ISCPAs in 
«Springfield in May, 1961, was devoted 
"to the topic of substandard reporting. 
At this session Ben Chaps, chairman 
of the committee on cooperation with 


Hbankers and other credit grantors, 
presided, while Ray Hoffman and 


Larry Seidman discussed programs 
undertaken in other states to combat 
the substandard reporting problem. 
A questionnaire was distributed at 
this session to get an indication of the 
thoughts on this subject by those pres- 
fient at the session. The following para- 
Sgraphs present the tabulated results 
of this questionnaire survey. 

1. Of those returning the question- 
naires 122 were CPAs and 13 were 


a. CPAs outside Chicago 

b. CPAs inside Chicago 

ce. Officer or employee of retail, whole- 
sale, or manufacturing company 

d. Professors 

e. Bankers 

f. Others 


OS: 
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Total 135 
2. Of the 122 CPAs, 44 identified 
Sthemselves as representing a small 
firm, 39 as from a medium-sized firm, 
and 39 as from a large firm. 
3. The response to the question, 
(‘Do you believe that substandard re- 


who assumes full 


Editor. 
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Substandard, Subconscious, 


or Sublime 


porting by ISCPA members is suffi- 
ciently common to justify some par- 
ticular Society activity?’’ was as 
follows: 


Ota etre asa 135 

4. Four possible types of action 
were presented as choices to those 
recelving the questionnaire. The four 
types of action were not presented as 
alternatives, but each was presented 
as a possible avenue for ISCPA ac- 


tion. Responses to these types of 
action were: 

a. Should the Society consider a survey 
designed to ascertain the nature and 
extent of substandard reporting by a 
co-operative program with banks, a 
plan undertaken by the Texas Society? 

Yes 87 No 34 

b. Should the Society consider a survey 
designed to ascertain the nature and 
extent of substandard reporting by 
sending a questionnaire to members, 
a plan tried in California? 

Yes 70 No 39 

ce. Should the Society consider voluntary 

participation programs designed to 

minimize substandard reporting by 

having members offer consultation 
service, a plan adopted in Oregon? 

Yes 98 No 21 

d. Should the Society consider voluntary 
participation programs designed to 
minimize substandard reporting by 


1The questionnaires were tabulated and summarized by the Editor, 
responsibility for the 
any interpretive comments contained herein are the responsibility of the 


results as presented. Likewise, 


i 


oO. 


having members offer to review work- 
ing papers and reports, as has been 
done in Michigan? 

Yes 26 No 71 


The last set of questions pre- 


sented several other possible courses 
of action which the Society might con- 


sider. 


Again each individual was 


asked if he felt the possibilities stated 
were desirable courses of action for 
the Society to follow. The possibilities 
and responses were : 


a. 


d. 


Large seminars or technical meetings 
for the purpose of reviewing audit- 
ing standards. Yes 49 No 55 
Small group meetings devoted to a 
discussion of auditing standards (and 
attendant problems. ) 

Yes 101 No 20 
Preparation of a model set of reports 
to which all Society members would 
have access. Yes 83 No 30 
Creation of a consulting service to 
assist members on questions of audit- 
ing standards and related matters. 

Yes 98 No 11 
Require all members either to report 
examples of substandard reporting 
(deleting all identification except ac- 
countant’s name) or to diseuss differ- 
ences with CPA responsible for report. 

Yes 60 No 48 
Publicize the existence of an advisory 
service which bankers and _ eredit 
grantors could avail themselves of on 
matters of substandard reporting. (Re- 
ports to be discussed would be devoid 
of identifying material—sole purpose 
to provide petitioners with professional 
analysis. ) Yes 88 No 24 
Encourage the participation of bank 
examiners in disclosing examples of 
substandard reporting (contained in 
credit files) to bankers. 

Yes 76 


No 39 


In addition each questionnaire pro- 
vided a space for members to state 
their comments or suggestions. While 
no effort has been made to analyze 


those comments that were 


received 


or to tabulate them in any manner, 
several comments are presented be- 


low 


as examples of the additional 


| 


thinking of some respondents to the | 
questionnaire. | 
‘‘T believe that the profession 
should police itself. While banks may 
be called upon to assist in discovering 
substandard audits, the profession | 
must be prepared to take some posi- 
| 

| 

] 


tive action of its own.’’ 

‘‘Our ‘policing’ and housecleaning 
should be done by us from within 
our ranks—not by banks, ete. and | 
other outsiders.’”’ | 

‘‘Let us try first to put our Own} 
house in order before we let the | 
bankers and other outsiders into the | 
aca 

‘“The CPA’s should do themselves | 
whatever it is decided to do. Bad} 
for public image to ask outsiders to | 
do what we should do ourselves. We. 
should judge ourselves.’ 


‘““The problem is not primarily 


ours—it is that of banks and credit 
erantors, and we should think of it 
that way—ours is a Selfish interest 
in the problem( justified, neverthe- 
less). Our approach should be to 
make the banker, ete. aware of their 
problem, and offer such assistance as 
they will use in helping them solve 
ines 

““Use Illinois C.P.A. to publicize 
horrible examples, ete.’’ 

‘*Publish annually a volume of ae- 
tual opinions, on a non-identification 
basis, wherein unusual problems were 
present. Such opinions to be submit- 
ted by member firms on a voluntary 
basis. ”’ 

‘Urge education of bankers with 
respect to standards, possibly through 
furnishing of courses by American | 
Banking Association.’’ 

‘*Most banks, even large banks, ae | 
cept substandard audit reports—with 
no reservations—clients are not told 
that reports are substandard. Bank- 
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rs should adopt some policy regard- 
ng the acceptance of such reports. 
‘*Have bankers report to an Illinois 
UPA committee the names of the 
PA’s who issue substandard  re- 


‘There should be some mechanism 
whereby a member who has issued a 
ubstandard report (and found by 
me of our members or by outside 
@gencies) would be called in for a 
§liscussion of his problems, not with 
liscipline in mind, but assistance to 
-—;, 

“Substandard practices are nor- 
Jaally performed by practitioners that 
re non-members or absent from 
aeetings. Suggest a mailing program 
alling attention and demanding cor- 
ection.’’ 

“*Believe our efforts in educational 
ffort (meetings, literature or other- 


Hhanges in the next few years: 


GE 


Government will continue to 


aca a Sle: 


Joun J. Corson, ‘‘More Government in Business,’ 
Harvarp Business Review, May-June 1961 


UBSTANDARD, SUBCONSCIOUS OR SUBLIME 


wise) should be directed to all Illinois 
CPA’s in public practice (not merely 
our members). It is this segment 
which I believe needs attention and 
through such efforts may even be con- 
verted to membership.’’ 


Summary 

Based upon this survey the follow- 
ing observations appear to be appro- 
priate : 

1. The majority responding to the 
questionnaire feel that the ISCPA 
should be sponsoring some activity to 
minimize substandard reporting. 

2. A program encompassing the re- 
view of working papers and reports 
by Society members does not appear 
to be desirable. 

3. Large seminars or technical 
meetings may not be the best vehicle 
for reviewing audit standards. 


MORE GOVERNMENT IN BUSINESS 


Specifically, I predict that federal activities will undergo the following 


More goods and services will be bought by government. 
Government will extend support for science. 

Government will continue to expand as an entrepreneur. 
Federal regulation of business activity will be extended. 
promote’’ major industries. 
Business will receive encouragement to invest abroad. 
Government will persist in protecting the underdog. 
Government will steadily promote economic stability and growth. 


? 


The Benefits and Pitfalls of a 
New Tool for Achieving Tax Equity 


2 
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The Private World 


of Subchapter S 


By Edward H. Robertson 


In the summer of 1958, Congress 
in an action similar to those of many 
previous summers, came through with 
a heterogeneous tax bill that eventu- 
ally was given the name of the Tech- 
nical Amendments Act of 1958. This 
was a so-called bobtail bill in which 
a number of proposed amendments 
to the Internal Revenue Code were 
erouped by the House Ways and 
Means Committee into one bill that 
was rushed through Congress in the 
closing days of the session. A some- 
what unheralded segment of this bob- 
tail bill amended the Internal Reve- 
nue Code by introducing a new group 
of sections referred to colleetively as 
Subchapter S. 

The new subchapter was ereeted 
with considerable furor, principally 
by the reporting services. Here, we 
were told, was a new device which 
would go a long way toward solving 
everybody’s tax problems. The gran- 
diose claims made for our new sub- 
chapter, had they been made for a 
new breakfast food would probably 
have called down the wrath of the 
Federal Trade Commission and the 
Better Business Bureau. 

With all the publicity given to the 
extravagant predictions of tax avoid- 
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| 
ance to be accomplished under the} 
new subchapter, it 1s somewhat sur4 
prising that Congress did not# 
promptly repeal it. 
In the two years that have elapsedl 
since the enactment of the new sub 
chapter, experience has shown tha 
while it is a useful device in appro- 
priate circumstances, it has not pro-+ 
vided any serious impact on the na 
tional revenue. It has, however} 
proved to be a handy additional tool 
to be used by some taxpayers to help 
achieve an equitable tax position. — | 
It certainly has not been ignored} 
In the statistics that have been pub4 
lished, it is reported that for the year 
1959 approximately 60,000 business 
organizations filed returns under the 
new subchapter. 
If Subchapter S has not aeccom- 
plished all that those who took up its 
cause on enactment had hoped for} 
there is probably one principal ex- 
planation. Since the advent of high 
tax rates, the American business com, 
munity has been extremely tax cont 
scious. With careful planning tha 
principal tax advantages now avail! 
able under this subchapter could usu 
ally have been achieved in somewha 
modified form prior to its enactment 


For instance, when Subchapter S 
arrived, it was pointed out that under 
jthe new subchapter a_ partnership 
fcould now incorporate and, neverthe- 
bless, have its income taxed to the part- 
mners. If this were done the partner- 
tship and the partners could obtain 
sthe tax advantages available to em- 
Oployees of the corporation. The part- 
Hners could participate in such things 
as pension and profit sharing plans, 
Qwhere money could be set aside pres- 
ently in trusts or insurance contracts 
ifor their later benefit, and also in 
such things as group life and health 
insurance. In my experience, where 
Jsuch benefits were of importance to 
Smembers of partnerships, serious con- 
sideration had previously been given 
to actually incorporating, and in 
BmMany cases this had already been 
tdone. 

F While the Internal Revenue Code 
Sdoes place a limitation of reasonable- 
gness on salaries paid, nevertheless 
Sthere is a great deal of flexibility in 
the matter of compensation so that 
Yonce incorporated the business could, 
in effect, dispense most of its income 
"in the form of compensation to those 
fwho had previously been partners. 
#That portion of the income which was 
10t paid out in compensation was re- 
fitained and taxed to the corporation, 
Jand in effect represented, as far as 
ithe partners were coneerned, a tax- 
Dpaid savings account. With stock 
Hbuy-out agreements it was a part of 
sprudent estate planning that when 
Hone of the partner-stockholders died, 
this estate could have this stock re- 
‘deemed at a formula price, so that 
Sthere was only one income tax paid 
Yon the income retained in the corpora- 
ition. There were many partnerships, 
ot course, which had not incorporated 
because, under the laws of the state 


or the ethics of their adopted profes- 
sion, incorporation was forbidden. 
Subchapter 8S offered no solution to 
this problem. 


Description 

When it arrived, Subchapter §S 
created a taxable entity with hybrid 
characteristics. It has been described 
as a corporation taxable as a partner- 
ship, although there are obvious ex- 
ceptions to that comparison. The re- 
porting services struggled for a name 
for the new entity and their efforts 
were not completely triumphant. One 
service liked Pseudo-Corporation. 
Another one thought Tax Option Cor- 
poration was appropriate. The Code 
referred to it as a Small Business 
Corporation, but this wasn’t particu- 
larly helpful because in the same Act 
there was created a different species 
of corporation (a corporation whose 
stock was endowed with certain char- 
acteristics—such that a loss on a sale 
by an investor could give rise to an 
ordinary loss) and this type too was 
labeled as a small business corpora- 
tion. It appears that the most de- 
scriptive title that can be applied, at 
least when discussing the situation 
with people who are generally famil- 
iar wih a rudimentary understand- 
ing of tax laws, is simply Subchapter 
S Corporation. 

A Subchapter S Corporation is in 
effect a corporation which is taxed 
substantially as other corporations 
with one major difference. It gets a 
deduction for dividends and for con- 
structive dividends, and its  stock- 
holders are required to pay a tax on 
its dividends and its constructive 
dividends, and can claim a_ direct 
benefit from its losses. 

Under Subchapter 8 the stockhold- 
ers pay the tax on the corporation’s 
income, and accordingly the statute 
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provides special treatment for two 
specific types of income—negative 1n- 
come—that is, a loss—and capital 
gain income. Under the subchapter, 
losses of the corporation are deduct- 
ible by the stockholders, limited, how- 
ever, to their basis for their invest- 
ment in the company. Similarly, 
capital gains of the corporation are 
taxable as capital gains to the stock- 
holders whether or not distributed. 
Here, however, the conduit theory 
ends. Such tax attributes as percent- 
age depletion, dividends received, 
and nontaxable interest lose that 
status before they can be passed to 
the individual stockholders. 

An interesting feature of Sub- 
chapter S is the attempt to limit it 
to closely-held companies. The Sub- 
chapter S election is available only 
to companies who have not more than 
ten stockholders. Originally if a hus- 
band and wife owned stock jointly in 
a company they were considered to 
be two stockholders. Subsequently, 
in a magnificent gesture toward the 
sanctity of the American home, the 
Code was amended to provide that if 
a husband and wife held stock jointly, 
they would constitute, in the agere- 
gate, only one stockholder. But, 
nevertheless, the limitation on the 
stockholder ownership remains very 
small. Moreover, a Subchapter S com- 
pany must be an operating company 
as opposed to an investment company. 
If more than 20 per cent of its income 
is of the investment type it is not 
eligible to report and have its income 
taxed under this subchapter. 

This is in contrast to other types 
of conduit corporations recognized 
under the Internal Revenue Code 


| 
where the stockholders are taxed on | 
the corporation’s income. For in- | 
stance, under Subchapter M of the | 
Internal Revenue Code, certain in- | 
vestment companies are treated as | 
conduits for passing income to their | 
shareholders. The application of this | 
subchapter, however, is limited to | 
regulated investment companies, | 
which means companies which are | 
registered under the Investment Com- | 
pany Act of 1940. A company ean | 
not be registered under this act un-— 
less it has at least 100 stockholders, , 
and offers shares to the public. Henee, | 
this paradox. Operating companies, | 
in order to have their income taxed | 
to their stockholders, have to be, 
closely held. Invesment companies j 
must be widely held in order to so} 
qualify. | 

Recently the conduit concept was | 
extended by statute to real estate 


entities which could adopt the status |} 
of a real estate trust and have the 
real estate income taxed to the share- 
holders or trust owners. The real 
estate trust taxation route is not avail- 
able, however, unless there are at 
least 100 participants. Just why op- 
erating companies must have limited 
ownership in order to achieve this] 
treatment has never been very thor- 


to qualify under Subchapter S, its 
stockholders must take steps to pre- 
vent widespread stock ownership. 


When Subchapter S is Desirable 


Experience since the enactment of 
Subchapter S is concededly quite 
limited. Nevertheless, a pattern has 
developed to indicate some of the 
typical situations where Subchapter 
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oughly explained, but if a company is 


#3 might be the appropriate route to 
follow. One instance where it can be 
»ffective is for a new company. In 
fact, considerable support could be 
jnustered for the propostition that 
every new company, whose initial 
ystock distribution brings it within 
the qualifications, should file an eleec- 
fion to be taxed under this subchap- 
rer. Part of its attractiveness in the 
arly years stems from the fact that 
hew corporations frequently start out 
incurring losses as they incur the 
‘xtra start-up expenditures necessary 
o achieve a place in a competitive 
sconomy. Under Subchapter 8 these 
#osses may be picked up and deducted 
fn the separate income tax returns of 
he individual stockholders. If these 
§tockholders have other sources of in- 
tome, the losses produce an immedi- 
ite tax benefit. 

1 To achieve an effective election, it 
gaust be made during the first month 
Hf the taxable year. For a new cor- 
oration, it has been ruled that the 
Slection must be made within one 
foonth (30 days) from the date its 
first year begins—presumably the 
Hate of its charter. 

If toward the end of the first fiscal 
fear it appears that the losses will 
ot produce a tax benefit in the hands 
'f the stockholders, or, better still, 
fhat the corporation is making money, 
there are several devices available 
Which can be invoked to disqualify 
Jetroactively the company’s election. 
‘Additional stock may be distributed 
f order to raise the number of stock- 
Holders above the magic number of 
pn. Or, one of the stockholders might 
hake a eift of the stock in trust for 
Ynother member of his family, since 
ne ownership of stock by a trust 
yutomatically disqualifies the com- 
Jany from Subchapter 8. Another 
hethod of disqualifying is to acquire 


| 
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a subsidiary company, and it appears 
from a literal reading of the Code 
that the mere formation of a subsidi- 
ary would be enough to bring about 
disqualification. The declaration of 
a preferred stock dividend would dis- 
qualify the company as a Subchapter 
S company since by definition it ean 
only have one class of stock outstand- 
ing. The procedures available to dis- 
qualify a company under Subchapter 
S are so plentiful and so readily 
accomplished that it can only be eon- 
cluded that it was intended by 
Congress that it should not be too 
difficult to escape from under the 
Subchapter S umbrella.  Conse- 
quently, any new company ean elect 
under Subchapter S with the assur- 
ance that if, toward the end of its 
first year, it appears that the sub- 
chapter is no longer appropriate, the 
election can be nullified. 

The regulations require that if the 
election is terminated the District 
Director must be notified within 
thirty days. Since termination is by 
statute, it is difficult to see what the 
effect of this regulation is. There is 
no specific penalty for ignoring it— 
indeed, the loss of Subchapter S 
status is, in context, a penalty for 
having violated one of the stock own- 
ership or operating rules. 

The 65th birthday is probably the 
most significant birthday we have in 
our status as taxpayers, and it may be 
important in the Subchapter S_ pic- 
ture. Suppose a man is self-employed. 
If he goes on working after his 65th 
birthday his earnings are subject to 
social security tax and he is denied 
social security benefits. If he should 
incorporate his business, however, 
elect under Subchapter $8, and not 
put himself on the corporation pay- 
roll, the subchapter would convert 
his earnings into dividends. He 
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would, therefore, have no self-employ- 
ment income, and no self-employment 
tax, and would be able to collect social 
security benefits. 

The same opportunity is available 
to the employee-owner of a closely- 
held corporation. In this situation 
the subchapter provides that the Com- 
missioner may reallocate the income 
to give recognition to personal serv- 
ices, but the income is still considered 
to be dividend income. 

In practice, where this situation 
has come to the attention of social 
security officials, it is understood 
that they have refused to approve 
benefits for a Subchapter S_ stock- 
holder who performed services for the 
company without compensation and 
received income distributions. There 
appears to be no statutory authority 
for such a refusal and it seems likely 
that unless the law is amended the 
issue will be litigated. 

Another situation in which Sub- 
chapter S is frequently appropriate 
involves the inactive shareholder. Let 
us assume for instance that a prin- 
cipal stockholder of a company, the 
operating manager, has died and left 
his stock to his widow who has never 
taken an active part in the business. 
In order to provide her with day-to- 
day income it would be desirable to 
put her on the payroll so that she 
could draw some compensation with 
which to support her family. Under 
the reasonableness test of the Internal 
Revenue Code, however, much or all 
of such a salary might be disallowed 
as a deduction to the company with 
the result that she would have to ob- 
tain support through dividends which 
would be subject to double taxation. 
An election under Subchapter § 
would, to some extent, cure this in 
that all of the income of the company 
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could be readily drawn by her and 
subjected in her hands to only one} 
tax. It might be feasible in this situ-) 
ation to hire a new manager whose 
compensation was based in part on 
profits. In this way, if the manager} 
did well, he would get a share of the} 
profits, but there would be a share 
left over for the sole shareholder} 
widow—and only one tax would be} 
paid on this income. There would be} 
no corporate tax. 

Along this line it should be pointed 
out that Subchapter S can be anj 
effective estate planning device. In} 
the situation where the stock of | 
small company is owned, in large} 
part, by one individual who is thes 
manager and the driving force in the 
enterprise, it would be prudent et 
arrange the affairs of the company, 
principally its capitalization, so that} 
it would be available for a Subchap 
ter S election. In this situation, in the 
event of the untimely death of th 
owner-manager, his esate or his widow 


Subchapter S election and thereby 
obtain income funds for the support 
of the widow and her family. In this 
connection it should be pointed out 
that whereas the ownership of a stoe 
by a trust will defeat a Subchapter & 
election, the ownership by an estate 
will not. 

Subchapter S also offers some help} 
in the multiple corporation problem} 
In the last few years, the Internal] 
Revenue Service has stepped up its 
efforts to police this area to deny tc 
additional corporations controlled by 
the same group of stockholders th 
benefit of the surtax exemption. On 
section of the Code denies this exemp} 
tion in certain cases where the cor: 
poration was formed for the purpos 
of obtaining’ it. 
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Subchapter S appears to provide 
the answer. If in the first years the 
fubchapter is applied, it is plain that 
jhere is no attempt to utilize the tax 
#xemption. If the Subchapter S 
jtatus is terminated after a year or 
(wo, the Service would have difficulty 


jn denying the surtax exemption at 
Nhat time. 


Dperating a Subschapter S Company 


Potentially, the most dangerous pit- 
jall confronting the owner of a com- 
Hany which has made a Subchapter S 
lection involves the problem of thin 
Mncorporation. The Commissioner’s 
Reeulations issued under Subchapter 
m® suggest that in the event that the 
fompany has only a nominal equity 
Hecount and a large amount of debt 
ivhich is owed to the stockholder 
froup (a typical thin corporation 
jituation) the Service could hold that 
the debt was equivalent to a stoek in- 
erest. The regulations go on to say, 
yiowever, that in the event that such 
, holding is made, the debt will be 
4onsidered to be a different class of 
Stock from the common stock out- 
itanding. In this situation, then, the 
fompany would be considered to have 
two classes of stock dating back to 
she date the debt was first incurred, 
Ind for that reason its Subchapter S 
Slection would be nullified. If dur- 
@ the interim the stockholders had 
distributed large amounts of the in- 
fome of the company, the corporation 
Hvould have to pay a tax on all of 
fts income computed under the ordi- 
Mary rules for corporations. The 
Stockholders would also be taxed, as 
she distribution to them would con- 
stitute ordinary dividends, at least to 
he extent of the earned surplus exist- 
ng after the charge for the corporate 
jax. If a company is intended to be 


a Subchapter S corporation from the 
inception, there is generally no need 
to run the thin corporation risk. Since 
all the income will be taxed to the 
stockholders virtually as earned there 
is no income tax problem in withdraw- 
ing money from the company; 
whether this money is labeled paid-in 
surplus or earned surplus. 

Much of the commentary relative to 
Subchapter S deals with the problem 
of planning distributions of income 
with the intention of minimizing in- 
come tax. One device which is effec- 
tive in this situation, and which is 
not generally available to a partner- 
ship, 1s the overlapping fiscal vear. 
When a Subchapter S corporation is 
organized it can adopt a fiscal vear 
other than a calendar year, which 
ordinarily would be the fiscal year of 
the stockholders. Under the Subchap- 
ter S rules, distributions of income 
are taxable in the year received by 
the stockholders. Undistributed in- 
come, on the other hand, is taxable 
to the stockholders in the year in 
which falls the last day of the cor- 
poration’s fiscal year. Therefore, by 
timing distributions properly, the 
corporation’s income may be allocated 
between the two taxable years of the 
stockholders to obtain the optimum 
tax result. 

A new corporation may adopt what- 
ever taxable year it desires regard- 
less of whether it intends to elect 
under Subchapter 8. Once having 
made such an election, a change in 
fiscal year requires prior approval of 
the Internal Revenue Service. Under 
certain conditions, of course, corpora- 
tions are authorized by the Regula- 
tions to change fiscal years without 
requesting prior approval. In De- 
eember 1959, however, the Regula- 
tions were amended to deny this right 
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to a corporation having an election 
under Subchapter S in effect. The 
Regulations go on to provide that 
ordinarily approval of a change of 
taxable year will be denied if the 
effect of the change is to cause a de- 
ferral of taxable income in the hands 
of a shareholder of a Subchapter 8 
corporation. 

Having selected a fiscal year, it is 
possible through a change of stock 
ownership toward the end of the year 
to reallocate the income of the com- 
pany. The rules provide that undis- 
tributed income is taxed to the stock- 
holder owning the stock on the last 
day of the corporation’s fiscal year. 
Accordingly, a gift from father to 
son, or a sale from one stockholder to 
another, toward the end of the fiscal 
year will have the effect of reallocat- 
ing the taxable income. It should be 
emphasized in this case, however, that 
such transfers must be bona fide and 
if the company should develop a pat- 
tern of transferring stock back and 
forth between interested stockholders 
from year to year, the Internal Reve- 
nue Service would be justified in 
ignoring the transfers as not having 
substance. 

Losses on the other hand can gener- 
ally not be bought, sold or given 
away. The rules involving losses pro- 
vide that the loss for the year is 
allocated day by day according to the 
stock ownership, and if a share of 
stock changes hands at the middle of 
the year the proportionate part of 
the loss allocated to that share of 
stock would be claimed one-half by 
each of the shareholders who owned 
the stock during the year. 


The Effect of Capital Gains 


Capital gains retain their special 
status in the hands of the stock- 
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holders, with one modification. Anj 
operating loss serves to offset the} 
capital gains and only the net amount 
is picked up as capital gain by they 
stockholders. If in one taxable year 
the company has capital gains in ad-; 
dition to ordinary income, they are} 
applied pro rata to each distribution 
and to the undistributed income. For 
example, if capital gains represent 
10% of the income for the year, then 
10% of each distribution and 10% ' 
of the undistributed income will bey 
considered to represent capital gains.| 

The pass-through of capital gains 
can cause some tax problems to thes 
stockholders having different taxable} 
years. If, for instance, a Subchapter} 
S company which has a fiscal year 
ending November 30, realizes in De+ 
cember, the first month of its fiscal} 
year, a large capital gain and makes 
a substantial cash distribution to the 
stockholders, this distribution is tax+ 
able to the stockholders in their cal4 
endar year and they would have tol 
pay the tax on it by April 15. Con4 
ceivably, however, this same Subchap4 
ter S company will have capital losses 
during the balance of the year andj 
will in effect reduce the amount of its 
capital gain income which is subject} 
to capital gain treatment in the hands 
of the shareholders. Consequently, oni 
April 15, when the shareholder file¥ 
his tax return and has to identify 
the portion of the December distribu4 
tion that was a eapital gain distribu 
tion, he can not do so with reasonable 
certainty. Presumably the returr 
would be filed in April showing the 
stockholder’s best estimate of his cap: 
ital gain and ordinary income situa’ 
tion and would be amended at a late 
date after the return of the Sub 
chapter S company is eventually 
filed. 


| 
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A As a practical matter, the stock- 
older would be well advised to treat 
us distribution as capital gain in or- 
Mer to put himself, in effect, in a 
jleficiency position. This position can 
ye promptly rectified by filing an 
}mended return and paying the addi- 
ional tax when the amount of the 
jlstribution that might be ordinary 
yneome has been determined. The 
jlernative procedure of estimating a 
higher tax involves the rather diffi- 
jult situation of possibly having to 
jlaim a refund, which is probably 
he surest way available of inviting 
-n examination of the stoekholder’s 
ax return and of the company’s 
sax return, with all the inconvenience 
Ind uncertainties that that involves. 
' It should be noted, of course, that 
‘he problem can go the other way. 
“he distribution in December may be 
ft a time when the company has only 
irdinary income. Subsequently, after 
he stockholder files his personal tax 
feturn the following April, the com- 
jany may realize a substantial capital 
jain. In effect the realization of the 


‘arlier distribution, rendering a por- 
ion of it as capital gain. Almost 
Yievitably, in this situation, the stock- 
bolder gets into a position where he 
jas overpaid his tax. 


; 


fiscellaneous Provisions 


In the administration of Subchap- 
br S there has been a somewhat sur- 
rising development. The return 
orm, as designed, contains no recon- 
liation of the change in surplus with 
fixable income. Rather, there is sub- 


stituted a reconciliation of book in- 
come with taxable income. 

Debts and credits to surplus there- 
fore, representing prior year items, 
a fairly common accounting proce- 
dure although not in line with gen- 
erally accepted accounting principles, 
are not shown in the return at all 
unless voluntarily reflected in taxable 
income. If, for instance, a company 
were to receive and credit to surplus 
an amount of income which appeared 
to be properly a prior-year item for 
federal income tax purposes, there 
would be no disclosure of it on the 
return. 

The rules for the election to be 
taxed under Subchapter S make it 
relatively easy to become a Subchap- 
ter S company. Furthermore, the rules 
make it relatively easy to relinquish 
a Subehapter S status should this 
become desirable. After that, how- 
ever, there is a five-year waiting 
period before the company can again 
become a Subchapter S company. 
Furthermore, the election is denied 
to a successor corporation. A sue- 
cessor corporation is defined in the 
Regulations as one which is owned 
at least 50% by stockholders of the 
prior corporation, and which acquires 
a substantial portion of its assets. 

This, then, is the private world of 
Subchapter S—a somewhat unique 
taxation scheme superimposed on top 
of the general plan of the Internal 
Revenue Code. Its benefits have prob- 
ably been oversold, and its pitfalls 
have probably not all come to light. 
But it does represent an additional 
device in the hands of a tax prac- 
titioner to help achieve an equitable 
result. 


IRIVATE WORLD OF SUBCHAPTER S/ ROBERTSON 37 


| 
| 
| 
| 


Two Touring Professors Treat Us| 


to Some Observations 
Austrian Accounting Profession | 


on the: 


Public Accounting in a 


Socialistic- Oriented 


Society 


By Vernon K. Zimmerman 
and H. Peter Holzer 


Austrian Politics 


The Austria of today is a tiny 
European country of some 7,000,000 
people. This country has had an im- 
portant history as a mighty Central 
European empire and still enjoys a 
total influence that belies its current 
size. In this era of cold war and 
heated ideological exchanges between 
the advocates of the communist and 
free enterprise political systems, Aus- 
tria offers an interesting society that 
may perhaps be best deseribed as fol- 
lowing a middle road both economi- 
cally and politically. An Austrian 
socialist would be the first to deny 
very vigorously any kinship to the 
contemporary communist society and 
an American—although not in a com- 
pletely strange climate—would find 
present-day Austrian society consid- 
erably left of that in America. 

The contrast of certain aspects of 
Austrian economic life to that in 


America centers in the ownership off 
the basic industries, such as steel, oil, 
and power. In Austria these impor- 
tant parts of the total national econ- 
omy are owned and controlled by the} 
state. Additionally, other areas off 
economic activity believed to be of 
immediate importance to the average} 
Austrian citizen are state controlled. 
For example, Austria today presents} 
some sort of renter’s paradise; under} 
the state housing rent system control} 
the ratio of rent costs comparing 1961} 
to 1938 is 1:1, while the general price} 
level comparison of the two years is 
approximately 10:1. Although not 
completely controlled (as their in- 
credibly large number of small retail 
shops indicate), the state-controlled 
Austrian economy offers a rather 
sharp contrast with the  existin 
American business environment an 
allows a number of interesting and 
informative comparisons. 


Accountaney, together with its 
jniquely public professional adjunct, 
yuditing, is generally recognized as 
jeing a useful and necessary instru- 
nent in both economic analysis and 
jontrol regardless of the particular 
jcappings of the existing local politi- 
‘al system. This is illustrated by the 
creasing study and acceptance being 
Siven to national income accounting 
jy many different nations. Also, even 
‘or American non-profit institutions, 
sn accounting system with its various 
vethods of financial control and re- 
Jorting is an expected and necessary 
frcumstance. The question then 
yrises, is the practice of accounting, 
ic more specifically, public account- 
1g, substantially similar even under 
Siffering social systems? An exami- 
Yation and appraisal of the current 
faining and regulation of the prac- 
ce of public accounting by a society 
Jf different economic orientation, such 
fs Austria, should allow a useful an- 
iver to the question based upon actual 
Sxperience. 


he Austrian Accounting 
lrofession 


Public accounting is recognized as 
* profession in Austria and is regu- 
Hted by certain specific laws. Of 


Hitute of CPAs and the individual 
yate CPA societies in which member- 
ip is voluntary is the fact that the 


pr public practice familiar to Amer- 
van public accountants are also found 
A Austria. Minimum age and edu- 
jitional standards are legislatively 


prescribed, but the Austrian  ac- 
counting laws are somewhat more 
complicated than their American 
counterparts because of the threefold 
classification of accountants that ex- 
ists In Austria. This three-fold classi- 
fication is important both socially and 
professionally. As such, the exact 
classification is not only very impor- 
tant to the practicing accountant 
himself, but also to Austrian society 
in general. Austrians are extremely 
conscious of titles and positions and 
seemingly prefer to recognize and per- 
petuate these status differentiations 
even in daily conversations.! 

The three classifications of public 
accountants that are prescribed and 
rather vigorously maintained by Aus- 
trian law are: ” 


(1) The Wortschaftspriifer, known 
generally in German-speaking coun- 
tries as the ‘‘WP.’’ This classification 


corresponds closely to that of the 
American CPA or the English CA. 

(2) The Buchpriifer. Perhaps this 
classification can be said to contain the 
public auditors, an authoritative posi- 
tion, but somewhat less prestigious 
than that of the Wirtschaftspriifer. 

(3) The Helfer in Buchfiihrung 
und Steuersachen, literally and cor- 
rectly translated as accounting and 
tax assistant. 


1The authors were impressed and flattered by 
the degree of concern given to this matter of 
titles and relative social positions during a stay 
in Austria. An introduction as Herr Professor 
Doktor is an unforgettable experience. An addi- 
tional note may be of interest to those concerned 
with the social implications of the rapid emanci- 
pation of women in the American society. In 
Austria, not only does the Austrian woman enjoy 
suffrage, but she also can in complete good taste 
usurp her husband's titles and professional desig- 
nation as her very own. Thus it is that one can 
be introduced to a Frau Professor Doktor or a 
Frau General Direktor. 

2 Bundesgesetz (Federal Law) of June 22, 1955 
jiber das Berufsrecht der Wirtschaftstreuhander, 
Section 2. 
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The total number of public account- 
ants in Austria is relatively small. 
Recent statistics * reveal the following 
totals of Austrian public accountants 
and accounting firms for each of three 
classifications : 


Number of Number of 


Practitione 's Firms 
Wirtschaftspriifer ....... 163 23 
TBSUUGI OF OMEWHHETP. sc cAscovou scone Be 8 
ieliierete eoce. niecis esas: 1244 2 
Rota Seer eis so all) 33 


Members of all three of the above 
categories are active in the practice of 
public accounting in Austria. Their 
professional influence is indicated 1 
descending order. The road to each of 
these levels of professional attainment 
is clearly outlined in Austrian law and 
iS again indicative of a society that 
places a heavy emphasis upon rather 
rgid status designations and identi- 
fications. Legal specifications of mem- 
bership in and practice of certain oc- 
cupations in Austria is not limited to 
the so-called professions, such as law, 
medicine, and accounting, but rather 
generally apples to all occupations, 
no matter how menial or unprofes- 
sional they may appear at first glance. 
It is difficult for Americans, for ex- 
ample, to picture and to appreciate a 
social structure in which members of 
all occupations, even such as a window 
washer, must fulfill certain specified 
periods of apprenticeship and train- 
ing. One should be careful to appraise 
the Austrian public accounting pro- 
fession within the frame of reference 


* Report of Kammer der Wirtschaftstreuhinder. 


VERNON K. ZIMMERMAN, CPA, professor of accountancy at the Universit 
spent the 1960-61 


Welthandel in Vienna, Austria, as a visiting professor under a Fulbrigh 


of Illinois, 


grant, 


H. PHTER HOLZER, CPA, assistant professor of accountancy at the Unive 


sity of Illinois, returned to his native Austria on sabbatical leave duri 
the Spring and Summer of 1961, 


of its relative position within a so 
ciety that received much of its specific 
structure and orientation from the 
firmly stratified societies of the medie+ 
val and Baroque eras. 


Experience Requirements 


The experience requirements nee} 
essary to practice public accounting 1 
Austria offer an interesting contras 
to those required of American practi 
tioners. Here again, one can note the. 
influence of the apprenticeship sys} 
tem—another heritage of Aust 
medieval and later history. | 

The Helfer is not, as the nam@q 
might imply, free of an experieneg 
requirement. He is not just a junioy 
auditor, but rather a fully-accredited 
and respected member of the entire 
body of practicing accountants. The: 
Austrian law requires three years om 
experience under the direct supervi 
sion of either a Buchpriifer or Wirt 
schaftspriifer for the Helfer candi) 
date. Of this three-year experienced 
period, as much as 1% years need no 
be in actual public accounting prac} 
tice, but may be in any accounting 
oriented activity in business or goy 
ernment. 

The Buehpriifer must have had 
three years actual experience as a Hel 
fer or, as an alternative, have had % 
total of 6 years of experience in thd 
office of a Wirtschaftspriifer or Bue 
prufer. Three of these 6 years may b 
spent as an accounting teacher in 
high school or college. It is interest} 
ing to note that a candidate for Bue 
prufer need not first have served as : 


academic year at the Hochschule fu 
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‘Helfer. That is, one can, if he wishes, 
take examinations for a higher clas- 
ification without first passing lower 
jclassification examinations. Most Aus- 
‘trian accountants do seek the various 
jelassifications in normal sequence, 
jnowever. 


The experience requirements for 
she Wirtschaftspriifer are on a still 
figher level—three years of experi- 
pnee as a Buchpriifer or at least six 
fears experience in the office of a 
iWirtschaftspriifer or Buchpriifer (in- 
fluding some actual experience in the 
nuditing of financial statements). In 
the case of both the Wirtschaftspriifer 
nnd the Buchpriifer, as much as one- 
half of the six-year experience re- 
jjuirement may be taken in business 
or governmental positions provided 
he employment is directly related to 
fither accounting or auditing. 


inimum Age 


1 The Austrian society is so struc- 
sured as to cause one to think of the 
ihinese tradition of ancestor worship. 
‘he fact is that in Austria the possibil- 
‘ty and probability of achieving in- 
lividual success, not only in the prac- 
fice of accounting, are reserved for a 
Sauch more mature age than is the case 
n America. ‘Boy wonder’’ is an un- 
“mown phrase in the usual Austrian 


susiness vocabulary. 
‘1 The minimum age permitted for 
yrivate pracetice in Austria for the 


{Virtschaftspriifer and Buchpriifer is 


§ 


4) 


veloped under the more socialistic- 
dedicated government. 


Educational Requirements 


Collegiate education in Austria is 
a privilege extended only to a few. 
Some estimates place the percentage 
of the total Austrian population at- 
tending colleges and universities at 
from 2 to 3%. In contrast, in 1956 it 
was estimated that 35% of all Ameri- 
can high school graduates enrolled in 
college. As might be reasonably ex- 
pected, the limited enrollment prac- 
tices employed by Austrian education 
succeeds in keeping the average aca- 
demie potential very high in relation 
to that prevailing in America under 
its different concept of educational op- 
portunity and obligation. 

A secondary school certificate is 
stipulated for the Helfer, but an aca- 
demic degree from an Austrian uni- 
versity is required for all Wirtschafts- 
priifers and Buchpriifers. Of interest 
to Americans is the fact that this aca- 
demic degree can be in any of the 
following widely diverse fields: busi- 
ness administration, economics, law, 
political science, or agriculture. 


Professional Prerogatives 


The Wirtschaftspriifer, as men- 
tioned before, is the most prestigious 
classification and is also the sole pos- 
sessor of certain professional rights. 
The Wirtschaftspriifer alone is 
granted the important right to per- 
form certain specified accounting and 
auditing functions. These functions 
concern publicly-owned corporations 
—an Austrian equivalent of those 
American companies whose stocks are 
publicly traded. The only exceptions 
(and again a similarity to American 
practice, such as FCC and CAB ac- 
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counting regulations, is seen) are cer- 
tain Austrian corporations engaged in 
publication transportation where the 
audits must be performed by desig- 
nated governmental agencies. In ad- 
dition to this private domain, the 
Austrian Wirtschaftsprifer may ren- 
der any services permitted to be per- 
formed by either Buchprifers or 
Helfers. 

The Buehpriifer is permitted to 
audit and certify financial records of 
all businesses except those specifically 
noted above. Approximately 400 Aus- 
trian corporations * are estimated to 
be exeluded from the Buchpriifer 
client potential by this limitation. The 
excluded corporations are nearly all 
large concerns whose capital was de- 
rived from widespread stock sub- 
seriptions. There are many other Aus- 
trian corporations for which the Buch- 
prifer may audit and certify their 
financial records. 

In addition to the allowable area of 
audit practice noted, the Buchprifer 
may give expert opinions before courts 
and other bodies on questions of ac- 
counting, taxation, and other matters 
which presuppose an expert knowl- 
edge in the fields of business adminis- 
tration, accounting, and commercial 
law. The Austrian courts also reeog- 
nize that persons other than Bueh- 
prifers may be qualified to give ex- 
pert opinion in this area. Permission 
to serve as a consultant in foreign 
exchange matters and all services 
legislatively permitted to the Helfer 
complete the range of possible ae- 
counting-type services legally possible 
for the Buehpriifer. 

The more numerous Helfers are per- 


*Some of the largest of these are nationalized, 
but even these state-owned corporations must be 
audited by Wirtschaftspriifers. 
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fessional services : 


audits which do not 


certification 


(1) require 


mitted to perform the following pro- 
consultations in the area of ac- 
counting 


consultations in the area of taxa- | 
tion and also representation of | 
the client before the federal tax | 
authorities 

advising in matters of cost ae-) 
counting and organization ) 
time and motion, wage rate, and | 
other related studies 
administration of properties as a} 
trustee 
legal consulting if closely relat@e) 
to the above activities 


Even those vocal advocates of any 
extensive enlargement of the manage- 
ment services field of contemporary 
American public accounting would 
probably find some of the services 
noted above as well beyond the seope 
currently ascribed to American public 
accountants. 


Professional Examinations 


The examination given to ecandi- 
dates for any of three possible pro 
fessional classifications reflect some 0 
the differences in academic concepts 
and practices existing between Aus 
tria and the United States. In addi- 
tion to the successful completion o 
a comprehensive two-day written ex4 
amination, the Austrian auditing can: 
didate must also submit a satisfactory, 
thesis on an assigned subject from th 
general area of business administra 
tion. A final psychological and tech 
nical hurdle for all candidates in Aus 
tria is a rigorous oral examination by 
the members of his committee. 

The Kammer der Wirtschaftstre 
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aainder,® an Austrian counterpart of 
‘he American Institute of Certified 
(Public Accountants, administers all 
jorofessional accounting examinations. 
{The total number of candidates in 
jAustria is small enough to allow a 
single examination committee of a 
S:hairman and three additional mem- 
bers to administer personally all ex- 
‘aminations given in the entire coun- 
yry. These influential examination 
sommittee members, usually practic- 
ng public accountants, professors, or 
thigh-rankinge governmental officials, 
are appointed by the national account- 
fine organization after consultation 
vith the national Ministries of Fi- 
fnance and Economies. This would be 
Somewhat comparable to approval of 
gAmerican Institute officer selections 
‘oy the Department of the Treasury or 
the Securities and Exchange Com- 
#nission. 

The size of the examining committee 
find the scope of the examination 
figain reflect the social and profes- 
tional distinctions made among the 
chree classes of Austrian professional 
yiecountants. Whereas the Wirtschafts- 
joriifer and the Buchpriifer have a 
four-member examining committee, 
the less advanced Helfer rates only 
Owo examiners. The Helfer has a 


[ 5The nature of the Kammer der Wirtschafts- 

Ureuhinder, and its comparability to the AICPA 

yan be appraised to some degree by noting the 

sleclared purposes of the Kammer: 

‘1) to represent the interests of all 

j countants 

'2) to consider the needs and suggestions of other 
groups pertaining to public accounting. 

'3) to represent the interests of public account- 

; ants before legislative bodies and other gov- 

4 ernmental agencies 

4) to promote continuing 

4 ment 

15) to support the training of young prospective 

members of the profession 

16) to exercise disciplinary authority over mem- 

1 bers in accordance with legal requirements 

7) to administer professional examinations. 

® Federal law of December 10, 1947, BGB1 No. 

20/1948, section 2) 


public ae- 


professional deyelop- 
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written examination in the specific 
area of taxation, but the oral question- 
ing covers all areas of taxation, busi- 
ness law, and the laws applying to 
the accounting profession. For the 
Wirtschaftspriifer and the Buch- 
prifer the written examination is ex- 
panded to include all areas of busi- 
ness administration and complements 
the broadening of the area for oral 
questioning for these candidates to 
include such topies as the theory of 
the business enterprise, accounting 
theory, accounting law, cost account- 
ing, statistics, auditing, finance, taxa- 
tion, economic theory and policy, busi- 
ness law, and civil law. 

An unsucessful candidate may at 
the discretion of the examining com- 
mittee make two additional attempts, 
but no more. The successful candi- 
date is publicly appointed as a public 
accountant and is formally sworn in. 


Accounting Corporations 


Corporate, as well as partnership, 
organizations are permitted for Aus- 
trian public accounting firms. Certain 
interesting legal requirements do 
exist. Partners or shareholders of Aus- 
trian public accounting firms as the 
organizational structure dictates, must 
be properly lcensed accountants of 
the classification (Wirtsehaftsprifer, 
Buchpriifer, or Helfer) as the firm 
title indicates or their spouses. This 
eligibility of the spouse is interesting 
and affords a degree of financial pro- 
tection to the widow but also follows 
the Austrian social practice of attach- 
ing all degrees and titles earned by the 
husband to the wife. 

A Wirtschaftspriifer must have a 
majority of its partners who are of 
this professional classification. The 
other members may be Buchpriifers or 
Helfers. A similar majority percent- 
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age rule is applied to the shareholders 
of an Austrian Wirtschaftspriifer 
corporation. 

Vestiges of medieval guild practices 
and the apprenticeship system so gen- 
erally observed in Europe are present 
in the Austrian law that stipulates 
that not more than five assistants 
(junior auditors) may work under the 
supervision of a single Wirtschafts- 
priifer. 


Influence by Society 


An overall evaluation of the Aus- 
trian public accounting profession 
would be incorrect if the unique social 
setting in which it serves were not 


The Management Letter—An Annual 


Report Supplement 


The CPA, in general, is more lkely 
to err in being too conservative in 
venturing his criticism and offering 
assistance in business areas outside 
the accounting function. Most experi- 
enced CPAs are well qualified in 
varied business fields. Many account- 
ing firms now have men who special- 
ize in Management services. To send 
these men to the client on a technical 
““scouting’’ basis would result in more 
intense management surveys. This 
could provide excellent material for 
management letters thereby creating 


good will with the client. Bringing 
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considered. As indicated, many ; | 
tures of contemporary Austrian ac- 
counting practice reflect practices and 
social concepts of long acceptance and 
unusual durability. The examination) 
procedures, the strict classification : 
professional attainment, and appren- 
ticeship practices are illustrative of 
the position the practice of public ms 
counting holds in Austria today. The} 
differences from American practice 
are interesting of themselves, but more: 
importantly, are significant by their 
indication that the social on 
of the accounting profession exists and| 
is recognized even in socialistie-_ 
oriented society. 


these specialists into contact with the} 
auditors and giving them the oppor- 
tunity to read a management analysis) 
of a situation with which they arej 
familiar would assist in training staff 
members. Many times the manage 
ment reports would result in addi 
tional revenues to the accounting firm! 
through developing broader scope ex- 
aminations and special service en 
gagements. 


WILLIARD EB. Stone, CP 
New York CPA 
September 1961 
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usiness 


) METHODS OF CONDUCTING 
TNTERNATIONAL OPERATIONS 


iIn organizing a foreign operation, 
fe legal form given to the venture 
Jn be most important from both the 
usiness and the tax standpoint. The 
implest method of all, and the one 
dst commonly selected by smaller 
fganizations, is to obtain a foreign 
les agent, distributor or licensee. 
xt in line is the establishment of a 
Hanch by the United States company 
{ the site of the foreign market. 
Sosely related to this is the formation 
ya domestic subsidiary of the U.S. 
impany. None of the above, except 
# certain limited areas which will be 
Hted, has any particular tax advan- 
Mee to the U. 8S. company. Finally, 
oP form most often selected for large- 
nle operations, and the primary 
abject of this article, is the entity 
spated under foreign law (common 


sireign Sales Agent, Distributor 
| Licensee 


As noted, entering into an agree- 
tnt with a foreign representative 
market U. S. products in his par- 


ifular locality is the simplest form 
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of doing business outside the U. S. 
Closely allied to this procedure is the 
use of a licensing agreement which 
gives the foreign representative the 
right to make the product as well as 
market it. Some very large companies 
still handle much of their foreign 
business by the use of one or both of 
these methods. The major advantage 
is in the savings of funds, attention 
and personnel invested abroad. It 
should be emphasized that this is a 
form of partnership locally. Natu- 
rally, much depends on the individu- 
als or organizations through which a 
compay acts. If a good selection has 
been made, the results will probably 
be good, and vice-versa. This propo- 
sition is no different from in the U.S. 
Of course, there is no tax saving or 
deferral, since all the income gener- 
ated from these arrangements is sub- 
ject to U. S. corporate taxes. 


Branch Operation 


In this country, a branch is usually 
considered efficient and practical from 
the standpoint of everyday opera- 
tions. The problem abroad, however, 
may be more complicated. 

Possibly the greatest incentive to 
the use of a branch abroad lies in the 


possibility of incurring losses in the 
foreign operations. Many countries 
have only limited provisions for the 
carry-over of operating losses. If 
losses are incurred initially in a sepa- 
rate corporation organized in such a 
country, it may not be possible to 
generate profits fast enough, if at all, 
to offset those losses. Losses of foreign 
subsidiaries cannot be utilized against 
the current income of a U. 8. parent 
corporation. If losses are anticipated, 
the branch form may provide the 
greatest tax benefit because branch 
losses are currently deductible against 
U. S. taxable income. 

In spite of this advantage, there 
are a number of reasons why the 
branch form of doing business may 
not be feasible. One of the most in- 
tangible reasons stems from the. na- 
tionalistie feeling of the people in 
some countries, particularly in Cen- 
tral and South America, who wish 
to do business only with a corporation 
organized in the particular country 
involved. Also, foreign tax law may so 
discriminate against foreign branches 
that the separate foreign corporation 
is the only feasible business form. 


Domestic Subsidiary Corporation 


As stated, the corporate form is 
most generally selected for the large- 
scale enterprise. Since a domestic 
corporation is lable for income taxes 
in the U. 8., no tax advantage is 
available in general from such a setup. 
However, there are two special cir- 
cumstances where a domestic subsidi- 
ary may prove effective taxwise. 

Western Hemisphere Trade Corpo- 
ration. The best known of these is 
the Western Hemisphere Trade Cor- 
poration (WHTC). If such a ecorpo- 
ration meets all of the prerequisites 
of the Internal Revenue Code, it is 
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entitled to a special deduction froni 
taxable income equal to 14/52 on 
26.92 per cent of taxable income. This 
is equivalent to taxing the income at 
a rate ranging from 27 per cent on 
taxable net income of $50,000 to 3744] 
per cent on income of $1,000,000. 

The rules which must be met beford 
being qualified as a WHTC are: { 

a. 90 per cent of the company’s 
eross income must be derived fron 
the active conduct of a trade or busi 
ness, 


| 


b. 95 per cent of the corporate in} 
come must be drived from source 
outside the U. S., and | 
c. all of the corporate —_ 


must be within the Western Hemi 
| 


sphere. 

For the past several years, th} 
U.S. tax status of WHTC’s has bee 
quite uncertain. The WHTC prol 
visions were enacted into U. 8. ta 
law at the suggestion of the U. & 
State Department as a means of In} 
creasing trade within the Wester? 
Hemisphere. As is quite often th 
case in the U. S., the taxing authori 
ties are not too interested in th 
social, economic or political motiv 
tion which gave rise to WHTC pra 
visions. As protectors of the Treasury 
they feel that it is their duty & 
interpret the statutes as strictly ¢ 
possible and to try their utmost t 
limit the use of the legislation. 

As a result of the Treasury D¢ 
partment’s zealousness, and partl 
because of some business reluctaneé 
to segregate properly its WHTC ad 
tivities from its parent activities, 
number of WHTC’s have been 7 
tacked by the U. S. Internal Revenu 
Service. A number of cases a 
pending at the various stages ¢ 
Treasury Department review or coul 
action while others have been settl 
informally. 
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Of the cases which have been 
handed down by the lower courts 
(Barber-Greene Americas, Inc. and 
meer. Green Haport Cows. U. 8.), 
ithe Commissioner of Internal Reve- 
nue has suffered a tremendous set- 
jback. The courts have all held that 
junder the facts of the cases, the Com- 
jmissioner’s two basic grounds for 
jattack were not correct. In the first 
fplace, the company was not guilty 
of tax avoidance by arranging its 
4business activities to come within the 
IWHTC sections of the Code. In the 
second place the Revenue Service 
feould not show that the companies 
Winvolved had arranged passage of 
Title to their products, which deter- 
nines source of income and U. S. 
#axation, strictly for tax avoidance 
ourposes. The Barber-Greene case 
avas appealed, the appeal was denied 
hand the Commissioner has recently 
fiequiesced. The Green Export case 
avas not appealed. 

' The logical question then is: What 
feihe-status of WHTO’s for’U. 8. 
fax purposes? If a WHTC has a bona 
fide business operation outside the 
J. S. and has a good business reason 
‘or the manner in which it relin- 
jjuishes ownership to goods outside 
he States, the company should have 
‘io trouble with the Internal Reve- 
Sue Service. On the other hand, if 
the WHTC has only a thin veil sepa- 
Tating it from its parent export oper- 
Otions, no major activities outside the 
Hy. S. and only a tax reason for ar- 
yanging title passage outside the U. S., 
®hen the WHTC should expect 
J rouble. The Service has definitely 
‘ot given up its scrutiny of WHTC’s. 
Wt is even trying alternative ap- 
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same result. The latest approach is 
to try to allocate the entire net income 
of the WHTC to the parent company 
under Code Section 482 which gives 
the Commissioner the permission to 
allocate income and deductions be- 
tween organizations where such is 
necessary to prevent evasion of taxes. 

Possession Corporations. The see- 
ond area where special treatment is 
accorded domestic corporations under 
the U. 8S. tax law concerns income 
derived from possessions of the U.S. 
The Internal Revenue Code com- 
pletely exempts from tax income 
earned in a possession of the U. S. 
if at least 80 per cent of the gross 
income was derived from sources 
within a possession of the U. S. and 
50 per cent or more of the gross 
income was derived from the conduct- 
ing of a trade or business within a 
possession. The Virgin Islands are 
excluded from this consideration. 
Puerto Rico, however, is included. 
The combination of this U. S. pro- 
vision with Puerto Rico’s tax incen- 
tive program has allowed some U. S. 
corporations, through domestic ‘‘pos- 
sessions’’ companies, to earn income 
free from U. 8S. and Puerto Rican 
tax for further use in Puerto Rico 
or other countries. The earnings of 
such domestic ‘‘possessions’’ compa- 
nies may be returned free of tax to 
the parent by way of a tax-free liqui- 
dation under Code Section 332. 

For a continuing ‘‘ possession’’ com- 
pany, two points should be noted: 
(1) no foreign tax credit is available 
to the subsidiary since the income is 
not subject to U. S. tax; and (2) 
dividends paid to its U. 8S. parent are 
treated as received from a foreign 
corporation, i.e., the 85 per cent divi- 


GORDON J. NICHOLSON, partner in the firm of Arthur Andersen & Co., 
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dends received deduction is not al- 
lowed, even though the parent should 
be entitled to the ‘‘deemed’’ foreign 
tax credit. 


Foreign Subsidiary Corporations 


Manufacturing or Trading. Hay- 
ing dealt with domestic subsidiaries, 
the next area for consideration re- 
volves around subsidiaries incorpo- 
rated abroad. Such foreign corpora- 
tions not doing business in or deriving 
income from the U.S. are not subject 
to U. S. income taxes. Of course, the 
domestic parent corporation will pay 
U. S. income taxes (with allowance 
for certain foreign taxes paid by the 
subsidiary) when the subsidiary’s 
earnings are paid out in dividends. 
Thus, the major tax advantage of op- 
erating through a foreign subsidiary 
is the deferral of U. S. taxes on 
foreign profits. The lower the foreign 
tax rate, the more important the de- 
ferral aspect becomes. In addition, 
to the extent that the accumulated 
earnings are reinvested and not re- 
turned immediately to the U. S., the 
deferral becomes more pronounced. 
This is one of the areas presently 
bothering the Kennedy administra- 
tion. 

A foreign subsidiary may be or- 
ganized to conduct one or several 
types of business operations. The 
least troublesome from a U. S. stand- 
point is one which engages in manu- 
facturing abroad because there can 
be little question but that the cor- 
poration is established for valid busi- 
ness purposes and not for tax advan- 
tage alone. 

Trading corporations encounter 
fewer operating and organizational 
problems because such corporations 
are inherently less complex. They are, 
however, subject to more scrutiny by 
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the Internal Revenue Service. From 
the U. S. tax standpoint there are 
two major areas for concern: (1) 
source of income and the corollary 
‘‘substance’’ problems; and (2) the 
amount of profit realized by the par- 
ent on sales to the foreign subsidiary. 
While the Greene and Green cases 
seem to have helped considerably 
with the question of title passage and 
‘‘substance’’? for WHTC’s, at least 
for the time being, there is still a 
question of the application of these 
two cases to foreign trading compa- 
nies as opposed to WHTC’s. 

The second point, concerning the 
amount of intercompany profit on 
sales by a U. S. parent to its foreign 
subsidiary, is more troublesome. Cer- 
tainly, just as in the WHTC situa- 
tion, a parent corporation should not 
sell to its foreign subsidiary at a 
loss, unless it can prove that it also 
would have realized such loss on a 
sale to an unrelated customer. AlI- 
though some believe that a parent 
should be able to sell at its cost, the 
Internal Revenue Service ordinarily 
will not so agree. The Service’s view 


is that the parent should realize the | 


same profit as if the sales were made 


to an outsider. Many tax practition-} 
ers believe that the price can be some- } 


thine less than if the sale were wholly 
at arm’s length. Some companies are 
using cost plus 10-30 per cent im 


billing their foreign subsidiaries. This } 
range would seem to be a reasonable } 
profit margin in most cases so long} 


as the cost figure used represents all 
elements of cost, and the 
does not carry an extremely high 
profit margin. 


An alternative method of handling 


trading operations is to set up the} 
foreign subsidiary as a sales agency} 
operating on a commission basis. This} 


THE ILLINOIS CPA / WINTER, 1961 


product } 


jarrangement is used primarily to re- 
jluce the complexity of a trading oper- 
jation. There need be no revamping of 
[title documents, credit and_ billing 
jean be handled by the parent, ete. 
The parent merely pays the subsidi- 
ary its commission for securing the 
sale, servicing the customer, ete. 
While this arrangement does have the 
jdvantage of simplicity, it is probably 
dnore vulnerable to attack by the Reve- 
jiue Service unless it conducts sub- 
stantial selling activities outside the 
U. S. In addition, it would seem 
Hlifficult to establish foreign commis- 
ion income in an amount equal to 
Shat which could be earned in an 
jntegrated trading operation. 

4 Holding Company. An extension of 
the use of the foreign corporation has 
50 do with its utilization as a holding 
fompany, either as a separate fune- 
fion or as a combination with trading, 
licensing or technical services. The 
atter functions have been discussed 
40 some extent already and will be 
xpanded in the following paragraphs. 
In order to function with maximum 
ydvantage, the foreign holding com- 
Many should be incorporated in a 


o significant currency restrictions. 
Wountries used quite often are Pan- 
sma, the Bahamas, Switzerland, Neth- 
lands Antilles, and until lately, 
Venezuela. More recently Canada, 
Wolland, Belgium and Luxembourg 


major advantage of this 
hethod of operation is the possibility 
yf withdrawing profits from a cor- 
joration operating in one country 
Ind accumulating them in the base 
{ mmpany free from expropriation and 


exchange controls in the operating 
country and free from taxation. The 
profits so accumulated can be used 
to finance operations in other coun- 
tries either through subsidiaries of 
the tax-haven corporation or to some 
extent by loans to affiliated compa- 
nies. In this way additional capital 
funds are made available without re- 
quiring as large an investment by the 
parent company. Limitations placed 
on this method of operation by the 
proposed ‘‘tax haven’’ legislation 
will be discussed later under current 
developments. 

Another advantage often cited in 
the past for this type of corporate 
arrangement is the ease in averaging 
foreign tax rates of foreign countries 
so that the maximum advantage of 
the foreign tax credit may be taken by 
the U. S. parent. By statute, a base 
company is considered to have paid 
the foreign income taxes actually paid 
by the operating subsidiaries which 
meet certain stock ownership require- 
ments. By paying dividends from 
high tax countries and low tax coun- 
tries into one pool, the rates in rela- 
tion to total income are averaged. 
When income from countries with tax 
rates in excess of 52 per cent is aver- 
aged with income from countries with 
substantially lower rates, the average 
tax rate can be reduced below 52 per 
cent so that, when the income is paid 
to the U. 8. parent, the entire amount 
of foreign income taxes may be uti- 
lized in computing the appropriate 


eredit against U. 8. taxes. The new 
over-all limitation on foreign tax 
eredits provided by Public Law 


86-780 as an amendment to Section 
904 will eliminate the necessity of 
mixing foreign income to some ex- 
tent, but the new provisions have 
some disadvantages. 

U. S. companies which are family- 
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owned or which have a limited number 
of shareholders have an additional 
concern in the use of foreign holding 
companies. Where the imcome of a 
foreign holding company is primarily 
from dividends, interest, ete., and the 
stock ownership of the U. S. parent 
is extremely limited, such income is 
taxable directly to the U. S. share- 
holder as it is received by the foreign 
holding company. If this occurs, then 
the benefits of deferral of U. S. tax 
are lost. 


CURRENT DEVELOPMENTS 
Trends 


There is a definite trend in U. S. 
legislation toward tightening up and 
policing taxation relating to inter- 
national trade and investments. This 
trend is caused by a number of fac- 
tors: 

1. Increase in importance of inter- 
national trade 
Ze Ue 


lem 


S. balance of payments prob- 


3. Increase in U. S. unemployment 
4. Abuse in the area of taxation by 


some U.S. businesses. 


As a part of the step-up in policing 
the field of taxation, Congress passed 
a new provision which requires U. 8. 
compames with controlled foreign 
subsidiaries to submit certain finan- 
cial information with respect to its 
controlled subsidiaries. The informa- 
tion required includes a balance sheet, 
statement of profit and loss, an analy- 
sis of surplus, as well as other miscel- 
laneous information. The information 
is designed to bring out for intensive 
review the problem areas of: 

1. Allocation of income between com- 
panies 


2. Substance of foreign companies 
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3. Thin capitalization (loan repay- 
ment) 
4. Foreign tax credits. 


| 
| 
| 
| 
| 
The new reporting is effective fort 
years beginning after December 31, 
> : i 
1960. | 
| 


Proposed Legislation | 


Presently pending before the House 
Ways and Means Committee is aj 
‘‘diseussion’’ draft of a bill which} 
would amend several sections of the; 
present law and add new sections 
affecting the taxation of foreign in- 
come and operations. This draft is 
substantially milder than the origina | 
proposal submitted to Congress ih 
April, 1961, but the business com| 
munity should not be lulled into al 
overconfident position, since the orig 
inal proposals may be submittec 
again in January, 1962, when Con 
eress reconvenes. Outlined below ar 
certain of the more significant 196} 
proposals affecting international busi! 
ness. 


t 


Grossing Up. This proposal affect} 
the computation of the foreign ta: 
credit by requiring a domestic cor 
poration to add to actual dividend 
received from foreign subsidiaries th 
amount of foreign tax applicable t: 
the dividend. In other words, to th 
cash dividend paid would be addee 
not only any dividend tax withhel: 
but also the deemed tax otherwise tf 
be claimed as a credit. Thus, highe} 
income would result and a_ high 
U.S. tax would be computed againg 
which to apply the foreign tax credi} 
The proposal would result in the tax 
ation of all corporate foreign sourc 
income in excess of $25,000 at a min} 
mum rate of 52%. It is an attemjf 
to take away the advantage in tl 
deemed foreign tax credit comput 
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tion presently available to a foreign 
dsubsidiary operation. 

f Tax Havens. The April, 1961, pro- 
aposal called for annual taxation on 
undistributed earnings of certain con- 
(trolled foreign corporations. Pres- 
gently, the U. 8S. corporate taxpayer 
fpays U.S. tax only when such foreign 
profits are received as dividends. The 
¢April proposal would not apply to 
feontrolled foreign corporations which 
Bwere organized in underdeveloped 
Fcountries unless the company was 
classified as a ‘‘tax haven’’ company. 
yA tax-haven company was to be de- 
fined as one which realizes 80% or 
nore of its gross income from sources 
foutside the country of organization. 
The President, in his April, 1961, 
ztax message, cited the strains on the 
U.S. balance of payments position as 
one of the reasons for re-examining 
our tax treatment of foreign income. 
He felt the fact that a company would 
Bhave to pay U. 8. tax on earnings 
‘emitted was keeping much of the 
foreign earnings from being returned 
1ome. He felt further that use of 
income not taxed in the U. S. for 
urther foreign expansion was, in es- 
fisence, giving preferential treatment 
to foreign investment over domestic 
investment thus adding to the high 
unemployment figures. To avoid this 
yso-called ‘‘artificial encouragement’’ 
‘to foreign investment the administra- 
ition proposed to tax the U. S. parent 
Yon earnings it had never received. 
xcluded, as indicated, from this 
taxation were the developing coun- 
jtries, which includes most of Latin 
oe 

} 
| 


| 


After much testimony before the 
House Ways and Means Committee 
dregarding the President’s tax pro- 
Aposals with respect to taxation of 
foreign income, the Committee de- 
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cided that insufficient study and con- 
sideration had been given to the 
proposals. Thus, no major reeom- 
mendations were made in the past 
sessions of Congress. The Commit- 
tee’s draft of the Revenue Bill of 
1961 issued this summer contained 
no basic recommendations on changes 
in the taxation of foreign income 
other than the ‘‘gross up’’ provisions 
referred to above. The Treasury De- 
partment on its own had submitted 

a discussion draft of possible ‘‘tax 

haven”’ legislation to the Committee. 

The Treasury draft proposes to tax 

to the U.S. parent income from ‘‘tax 

haven”’ transactions consummated by 
controlled foreign subsidiaries. Tax- 
haven transactions would inelude : 

1. Profit (or commissions) on sales 
of personal property sold outside 
the country of organization, 

2. Income from rentals, heensing or 
personal services earned outside 
the country of organization, and 

3. Dividends, interest and income 
from insurance or re-insurance 
from related persons. 

Testimony of businessmen before 
the House Ways and Means Commit- 
tee early this year did much to stem 
the Treasury’s drive on taxation of 
foreign income. The matter will un- 
doubtedly get another review early 
in 1962. 

It is respectfully submitted that the 
U.S. tax laws with respect to foreign 
income are not causing the U. S. 
deficit in balance of payments. This 
was adequately proved in testimony 
eiven before the Ways and Means 
Committee. Furthermore, to the ex- 
tent that there is abuse in the area of 
taxation of foreign income, it is also 
submitted that the Treasury Depart- 
ment has adequate tools within the 

(Continued on page 59) 


A Look at Some Implications of 
the Present Illinois Sales Tax Law 


Recent Develop ments in 


Tllinots Sales Tax Law 


By John S. Gaughan 


The recent changes in the Revenue 
Laws of our State have been brought 
about by court decisions and legisla- 
tive enactments. These legislative 
enactments have broadened our Re- 
tailers’ Occupation Tax and Use Tax 
Laws, and have given the State two 
entirely new Laws, The Service Oc- 
cupation Tax and the Hotel Oper- 
ators’ Occupation Tax. 


Lyons Case 


The decision in the Lyons Lumber 
case is the basis for taxing building 
material sold to contractors. Due to 
court interpretation, the Department 
had been precluded from taxing the 
sale of building materials to construe- 
tion contractors. A construction con- 
tractor was defined as any one who 
converted tangible personal property 
to real property on land owned by 


another. During this period the De- 
partment contended that building 


material sold to speculative builders 
or real estate developers was taxable. 

A speculative builder or real estate 
developer was defined as one who con- 
verted tangible personal property to 
real property upon land that he 
owned. 

The issue before the court in the 


oO 


bo 


{ 
i 
| 
Lyons Lumber case was whether a | 
speculative builder was lable for the 
tax on the purchase of building ma- | 
terials. The court affirmed the De- | 
partment’s position regarding specu. | 
lative builders and real estate devel- | 
opers and further stated that there | 
was no distinction between a specu- 
lative builder, real estate dievelon ail 
and a construction contractor. Prior | 
to this decision, the distinction was 
that when a construction contractor 
purchased building materials, he pur- 
chased them for resale and, therefore, 
was not taxable on his purchase; .| 
however, when he would sell this | 
property he sold it in the form of | 
real property, thereby escaping tax- 
ation on the entire transaction. 

The decision was rendered June 14, 
1961, and the court did not state that 
the law was effective from this date 
or any other date, merely that this” 
always had been the law by specifi- 
cally over-ruling the Material Service 
case. However, in fairness to the con- 
struction industry, the Department 
tried to prevent the retroactive effect 
of the law. July 16, 1961 was selected 
as the effective date of the tax in 
order to relieve the retroactive effect 
on the construction industry. 


) All building material purchased 
} subsequent to July 16, 1961 will be 
§ taxable unless it is purchased to ful- 
{ fill obligations under binding con- 
| tracts entered into prior to July 16, 
1961. The binding contract provision 
§ includes irrevocable bids entered into 
) prior to July 16, 1961, but accepted 
subsequent to July 16, 1961. 


Filing of Contracts 


When the Department originally 
issued its decision as to the effective 
date, there were no other require- 
ments as to methods of proof other 
than the contractor making a state- 
ment to the suppher that these items 
were purchased in connection with 
exempt contracts. In the Depart- 
# ment’s Rule No. 15, issued August 9, 
2 1961, the Department has clarified its 
position as to the requirements for 
§ the exemption. If a contractor wishes 
to avail himself of the exemption un- 
der the binding contract rule, he must 
file a copy of the contract with the 
% Department, and further, at the time 
}of purchasing the material he must 
ff give an affidavit to the effect that he 
s has filed the contract with the De- 
} partment of Revenue and state the 
® name of the party with whom he 
®@ contracted, location of the contract 
fiand the date the contract is issued. 


4 Prime Contract 

' In explaining what contract was 
{to be filed with the Department of 
) Revenue, the words *‘ prime contract’’ 
or ‘‘basic contract’’ were used. These 
9 words were used in a general sense. 
'The contract which is to be filed with 
ithe Department varies in each indi- 
vidual case. It is the contract upon 
which the contractor relies for the 
hexemption; e.g., in connection with 
the construction of homes, it is the 


contract with the ultimate owner of 
the home. Unless the ultimate owner 
had entered into the transaction prior 
to July 16, 1961, then all material 
purchased to build that home will be 
subject to tax. 

With regard to commercial con- 
struction, the prime contract could be 
both the sub-contractor’s contract 
with the general and the general econ- 
tractor with the ultimate owner; e.g., 
if the general contractor had entered 
his contract with the owner of the 
property prior to July 16, 1961, but 
had not signed up his sub-contractors, 
his exemption under these circum- 
stances could be passed on to the sub- 
contractors and the contract which 
should be filed in this instance would 
be the general contractor’s contract 
with the ultimate owner. 

If both a general contractor’s con- 
tract with the ultimate owner and the 
sub-contractor’s contract with the 
general contractor were entered into 
prior to July 16, 1961, the subcon- 
tractor can rely upon his own con- 
tract for exemption and that con- 
tract should be filed with the Depart- 
ment of Revenue. 

The entire contract with the excep- 
tion of the engineering and architect’s 
specifications and drawings must be 
filed with the Department of Revenue. 


Method of Obtaining Tax 

The contractor is not considered 
a retailer under the Retailers’ Oecu- 
pation Tax, but will pay the tax when 
he purchases the materials and does 
not have to file any reports with the 
Department of Revenue. 


Dual Capacity— 
Retailer and Contractor 

If the contractor has a dual capac- 
ity where he sells building materials 
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from a retail outlet and also uses these 
materials to fulfill his contractual ob- 
ligations, and at the time of purchas- 
ing these materials, he does not know 
what their actual disposition will be, 
he can give a resale certificate to his 
supplier and account to the State for 
any tax due on these materials. 


Olin-Mathieson Case 


At the present time the Department 
cannot tax any transactions with the 
federal government or with the con- 
tractors dealing directly with the fed- 
eral government. The Department is 
restrained from taking any action to 
enforce its Revenue laws because of 
an outstanding injunction in the Olin- 
Mathieson case. On October 6, 1960 
the Olin-Mathieson Company sued 
the Department of Revenue in federal 
court requesting a three judge court 
stating that the State of Illinois tax 
on sales to the federal government 
was unconstitutional. The federal 
government joimed in this case stating 
they were a party in interest. 

The two points raised by the plain- 
tiffs were that the tax on sales to the 
federal government was unconstitu- 
tional per se, and that if it was not 
unconstitutional per se, the method 
that the State of Illinois was using 
was unconstitutional because it dis- 
criminated against the federal govy- 
ernment when the State did not tax 
sales to the State of Illinois and its 
political sub-divisions. This diserim- 
ination was brought about by the 
exemption in the law for the State 
of Illnois and its political sub-divi- 
sions, but no exemption in the law 
regarding the federal government. 


NN SSS 


The three judge court found in favor 
of the Olin-Mathieson Company and 
the federal government stating that 
it was not unconstitutional per se to 
tax the federal government, but the 
method used by the State of Ilnois 
was unconstitutional because it was 
discriminatory. This case is now on 
appeal to the United States Supreme 
Court and until final action is taken 
on the injunction, the Department 
cannot, in any way, enforce its tax 
laws on sales, either direct or indi- 
rect, to the federal government. 


Holland Coal Company 

This case is directly tied in with 
the Olin-Mathieson case. Subsequent 
to the decision in the Olin-Mathieson 


case stating that the clause exempting | 


the State of Illinois and its pohtical 
sub-divisions was unconstitutional, a 
taxpayer brought a suit against the 
Director involving this very clause, 
stating that if this clause was uncon- 
stitutional because it discriminated 
against the federal government, it 


was also unconstitutional regarding | 


any exemptions mentioned in the 
clause. The State Supreme Court im 
March, 1961 rendered a_ decision 
agreeing with the taxpayer, holding 
that the entire clause exempting the 
State and its political sub-divisions 
and religious, charitable and eduea- 
tional institutions was unconstitu- 
tional. This had two effects. It al- 
lowed the State then to amend its 
brief before the United States Su- 
preme Court, asking it to take into 
consideration the Holland Coal Com- 
pany case that in effect declared the 


| 


f 


: 
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discriminatory clause unconstitu-! 


JOHN S. GAUGHAN is supervisor of the Rules and Regulations Division of} 


the Chicago Office of the Illinois Department of Revenue. 
adapted from a talk sponsored by the local practitioners committee of the 


Society on October 4, 1961. 
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Jional, giving this clause no legal 
‘fect from its initiation, thereby hav- 
ng the effect that no discrimination 
axisted in law against the federal 
yrovernment, and it was proper to 
jax the federal government because 
he State actually should have been 
faxing the State and its political sub- 
livisions and the charitable, educa- 
fional and religious institutions. As 
§ result of this case, the State is in the 
yosition of taxing themselves but not 
faxing the federal government until 
he injunction in the Olin-Mathieson 
jase is finally resolved. 

© On September 22, 1961, the [linois 
@upreme Court modified its decision 
fn the Holland Coal Company case 
ind restored the exemptions to chari- 
fable, educational and religious insti- 
utions. This really did not have any 
wffect on the Department of Revenue, 
vecause in the interim, a law had 
een passed granting the same exemp- 
fion to these institutions. 


ixempt Organizations 


Y Under the present law the exemp- 
tion applies only to organizations 
fhat are exclusively charitable, reli- 
Fious or educational. This exemption 
pples to all purchases by these or- 
Tanizations. 

The exemption from tax on sales 
as been limited by rule. The nature 
Hf the item that is sold by the exempt 
Srganization will determine its tax- 
‘bility. If the exempt organization 
fells a product that is of a competitive 
gature, the sale is subject to Retailers’ 
Yecupation Tax, whether it is sold to 
he public or to members of the or- 
t anization. 

| There is one exception in connec- 
ion with the dispensing of food by 
jn exempt organization. If the ex- 


} : : ; 
§mpt organization runs a cafeteria for 


Y 


its employees or students and it is not 
open to the public, the sales made by 
this cafeteria will be exempt from the 
Retailers’ Occupational Tax. The 
rationale behind this exemption is 
that if the school or hospital is al- 
lowed to dispense food on their own 
premises, they can then better regu- 
late their hours and fulfill the purpose 
of the exempt organization. 

If an organization is a government 
operated organization and also has 
exempt status, then this exempt 
status will control and the organiza- 
tion will be able to purchase the items 
tax free. All public supported schools 
and public supported hospitals will 
be considered exempt organizations. 


Direct and Indirect Purchases 


This exemption applies to all pur- 
chases, whether the tax would be 
charged directly to the exempt insti- 
tution or indirectly, because the sup- 
pler would be charged the tax on that 
item; e.g., under the Retailers’ Occu- 
pation Tax, the hability for the pur- 
chase of construction material falls 
upon the contractor; however, the 
contractor is able to purchase these 
items tax free because of the chari- 
table, educational and religious insti- 
tution exemption. This exemption 
also applies to the new Service Occu- 
pation Tax, and a serviceman will not 
have to pay tax on any property 
transferred to an exempt institution 
as an incident to his rendering a serv- 
ice. 


Broadening of the Retailers’ 
Occupation and Use Tax Laws 
The Legislature has expanded the 

area of taxation under our Retailers’ 
and Use Tax Laws. We shall try to 
eo into the individual topies that are 
now affected by this law. 
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Repairs, remodeling and recondi- 
tioning. Since July 11, 1957 the re- 
pairing of tangible personal property 
has been considered an item subject 
to Retailers’ Occupation Tax. There 
were many factual difficulties in con- 
nection with taxing these repairs, be- 
cause of the difficulty of distinguish- 
ine between the repairs, remodeling 
and reconditioning of tangible per- 
sonal property. Effective August 1, 
1961, there is no longer a distinction 
between remodeling, reconditioning 
and repairing. They will all be tax- 
able as repairs. 

If there is a lump sum charged for 
this repairing, then the entire charge 
is subject to Retailers’ Occupation 
Tax. However, if there is an agree- 
ment between the repair man and the 
consumer that there is to be a sepa- 
rate charge for parts and a separate 
charge for labor, then only the parts 
will be taxable. 

Tn order to have evidence of this 
breakdown beween labor and mate- 
rial, the invoice must be separately 
broken down as to labor and material, 
or if no invoice is used, then a sign 
must be displayed in the place of 
business indicating that the transae- 
tion covers both labor and material. 
If an invoice is used, then the invoice 
breaking down the charge of labor- 
material must be signed by the con- 
sumer. The signing of this invoice 
is dispensed with if the repair man 
uses a sign that informs the consumer 
that there are two separate charges 
included in the repair contract. 

Custom made and special order 
types. Effective August 1, 1961, the 
retail sales of custom made or special 
order items will be subject to tax if 
these items serve substantially the 
same function as a standard item. 
This law will subject transactions in- 
volving custom made clothing, drapes, 
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( 
carpeting and eye glasses made : 
special order, to the Retailers’ Oceu 
pation Tax Laws. There still wil 
exist the exemption for special ordei 
and eustom made items in our law 
However, these exemptions from thy 
Retailers’ Occupation Tax Law havyé 
been greatly reduced by the broaden, 
ing’ bills. 

Magazines, books, phonograph re 
ords. Effective August 1, magazines 0 
all kinds, books, phonograph record! 
and sheet music will be subject te 
Retailers’ Occupation Tax. There wil 
continue to be an exemption on th 
sale of newspapers. The Departmen 
had originally taken the position thay 
magazines, if they were primaril} 
news magazines, would be ee 
from our tax. However, after a stud” 
of the law and a re-evaluation of th} 
legislative intent, the Department haj 
decided to tax all magazines, what} 
ever their nature. 


Leasing 


Effective September 1, 1961, th 
renting or leasing of tangible persone 
property to others is deemed to bi 
selling rather than using. This tai 
apples to payments received afte} 
September 1, 1961, regardless of t 
fact that the lease may have been en 
tered into prior to September 1, 1961] 

Lessor as retailer. The lessor will bf 
considered a retailer and each leasin 
transaction will be considered a sepé 
rate sale. The lessor must registe} 
with the Department and is require 
to report monthly on the proceed 
from the leasing or rental transa¢ 
tions. 

Relief provisions. The leasing bi 
has several relief provisions as to t 
burden of tax. One of these prov 
sions allows a credit for all tax 
previously paid when the propert 
was purchased. This relief provisio, 
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is on the individual piece of property 
vasis ; e.g., if an article costing $1,000 
avas purchased prior to September 1, 
961 and leased subsequent to Sep- 
fember 1, 1961, the first $1,000 of 
ease payments can be recovered tax 
gree. 

| Total rental payments taxable. The 
otal rental payments are taxable, 
iven though they may include insur- 
ynee and maintenance expenses of the 
pssor. However, there is a provision 
jhat states if insurance and mainte- 
ance charges are specifically con- 
Sracted for and separately billed, then 
‘ne tax will apply only to the rental 
fayment and not to the insurance and 
hhaintenance charges. 

. Long term and short term leases. 
jong term leases and short term 
‘ases are treated basically the same, 
#ith one exception. On a given single 
®ng term lease concerning a specific 
Biece of property, the rental pay- 
ments that exceed what would have 
jen the normal purchase price, had 
‘ie lessee purchaser decided to buy 
lat property rather than rent, will 
fp treated as tax free payments. 

8 Sales of items previously leased. The 
ile of property that has been previ- 
qisly leased will be subject to Re- 
silers’ Occupation Tax if this item 
sold at retail. There is a further 


us sale—that if the property is sold 
| the lessee and the sales agreement 
aves credit for rental payments pre- 
fiously made, then the Department 
ill give the same credit and only 


2rvice Occupation Tax 

{The Service Occupation Tax is an 
iitirely new Tax that was enacted by 
le Legislature. The effective date is 


August 1, 1961, and it is a tax upon 
the service man when he transfers 
tangible property as an incident to 
rendering the service. A service man 
is one who is in the business or pro- 
fession of rendering a service to his 
customer or client and as an incident 
to that service, he transfers tangible 
personal property. The service man 
is hable for the tax on the material 
that he transfers as an incident to 
his service. When the service man 
purchases these supplies, he pays the 
tax to the supplier who acts as a 
collecting agent for the State and 
remits the tax to the State monthly. 


Examples of Application of 
Service Occupation Tax 


Examples of transactions that are 
taxable August 1, 1961, because of 
the new service taxes are: 

(a) Purchasers of paper and ink 
by printers for incorporation 
into special printed matter 
produced for users and de- 
livered in Illinois. 

Purchases of metal and other 
ingredients by special tool, die, 
pattern and machinery  pro- 
ducers who incorporate such 
items into products which are 
special enough to continue to 
be exempt under the Retailers’ 
Occupation Tax Act, and 
which are produced for users 
and delivered in Illinois. 

(c) Purchases of bandages, medi- 
cine and other tangible per- 
sonal property by doctors for 
retransfer to patients as an 
incident to furnishing profes- 
sional services. 

Purchases of drugs and medi- 
cine by druggists for use in 
filling prescriptions. 

(e) Purchases of tangible property 


(b) 


(d) 


iVELOPMENTS IN ILLINOIS SALES TAX LAW / GAUGHAN 57 


for retransfer as an incident to 

service, such as: 

(1) Fillings, medicine, ete., by 
dentists ; 

(2) Eyeglasses, ete., by optom- 
etrists ; 

(3) Stoek tonics, medicine, 
ete., by veterinarians ; 

(4) Arch supports, trusses, 
braces, ete., by chiropo- 
dists, osteopaths and chi- 
ropractors ; 

(5) Hair tonies, lotions, ete., 
by barbers and beauti- 
clans ; 

(co) Collar supports, ‘coat 
hangers, ete., by laundries 
and dry cleaners; 

(7) Sensitized paper by pho- 
tographers, book bindings 
by book binders and other 
items by graphic arts sery- 
icemen. 

(f) Purchases of tangible personal 
property for retransfer, as an 
incident to service, by persons 
who service tangible personal 
property for users (Painting, 
Waxing, simonizing, car under- 
coating, shoe shining, ete.) 

where such servicing does not 

make the serviceman liable for 

retailers’ occupation tax as a 

repairman, and purchases of 

tangible personal property by 
other servicemen for retransfer 
as an incident to service. 


Dual Capacity 


There will be many instances where 
a man could have a dual capacity as 
a serviceman and a retailer. In these 
instances the same property could be 
sold directly to the user and also 
transferred as an incident to a sery- 
ice. Under these circumstances the 
property can be purchased tax free 
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and the party having the dual capac. 
ity will account to the State for any 
tax due on the disposition of this 
property. 

For example, a printer could pur-| 
chase paper and ink for special order} 
printing work as well as printing or-| 
ders that would be subject to tax, and| 
a drug store could purchase drugsy 
that could be sold by prescription 
and subject to Service Occupation 
Tax and also sold by brand name and 
subject to Retailers’ Occupation Tax, 


Special Problems 

Opticians. Under the present law 
an optician is not considered a sery- 
ice man because he is not engaged in} 
a professional oceupation. When ant 
optician transfers the sale of plas 
to the ultimate user in connection 
with a prescription, this is considerec} 
a sale subject to Retailers’ Occupations 
Tax. If the optician transfers the 
glasses to an oculist or optometrist 
who in turn transfers the possessior} 
of these glasses to the patient, the op 
tician is then considered a suppher of 
the service man and collects the Serv} 
ice Occupation Tax and remits it t¢ 
the State. When the optician acts 1! 
the capacity of a suppher of the sery} 
ice man, the tax base is the enti 
invoice price to the optometrist 01 
oculist. 

Multiple service man _ situation 
There are areas in the law where wi 
have multiple servicemen situations 
That is, situations where each party 
would be considered a serviceman i 
he dealt directly with the ultimat 
user. Some examples are where a pert 
son wishing to have a special orde 
printing job does not deal with th 
printer directly, but with a retaile 
who sends all his printing orders t 
a separate firm. Another exampl 
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sut does not actually perform the de- 
eloping himself. In these and other 
jimilar situations, the Department 
.as defined the transfer of property to 
je the final transfer, and the tax base 
{vill be whatever the printer charges 
he retailer, or the film developer 
jharges the retailer. 

| The serviceman dealing directly 
fyith the ultimate user will be the 
yerviceman who must pay the tax. 
She other sub-servicemen will be con- 
sidered suppliers of a serviceman and 
giust collect the tax and remit to 
the State. 


Snternal Revenue Code as it is to 
jorrect such abuses. Let us hope that 
Hongress, when it reconvenes, takes 
teps to create incentives for U. S. 
Tusinesses to go abroad rather than 
}) put a damper on foreign invest- 
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Hotel Operators’ Occupation Tax 

This is a new tax upon the gross 
rentals from rooms rented as living 
quarters, sleeping or housekeeping ac- 
commodations. It is imposed upon the 
operator, but may be passed on to the 
guest. The effective date of the tax 
in August, 1961 and the rate is 3%. 

Exceptions. The tax does not apply 
to a permanent resident. A perma- 
nent resident has been defined as a 
person who occupies or has the right 
to occupy a room for at least thirty 
eonsecutive days. This tax does not 
apply to meeting or banquet rooms 
when they are rented by a hotel or 
motel. 


(Continued from page 51) 


ment through punitive tax legisla- 
tion under the misguided belief that 
it is helping with the U. S. balance 
of payments or that such legislation 
is needed to prevent tax ‘‘abuses’’ in 
the foreign investment area. 


‘ 
! 
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Conducted by the Committee: 
on Local Practitioners of the} 
Illinois Society of Certified Pub-. 


lic Accountants 


Comments and Ideas | 


Originally Ideas for Accountants 


“RULES* OF PROFESSIONALS GON DU Gig | 


| 
Recently our Society amended article 9 of our by-laws on ‘‘ Rules of Pro-} 


fessional Conduct.’’ These amendments became effective May 28th, 1961. Inf 
a recent discussion with a fellow suburban practitioner, we were both some-| 
what concerned upon realizing that we would have to discontinue the use} 
of ‘‘And Company’’ after our name unless we had a partner under née 
Rule 9.3.2. Inconsistent with this rule is rule 9.3.3., ‘‘Practice in member’s} 
name,’’ whereunder it is stated that ‘‘the name of a former partner (includ 
ing deceased) can be retained in the firm name.’’ The reason given for enact-} 
ing rule 9.3.2. was to prevent the use of a ‘‘false’’ or ‘‘ghost’’? name. There} 
appears to be an inconsistency here, i.e., one rule seems to create a hardship 
and the other a benefit! Both situations present a problem under U. 8. Treas4 
ury Department Circular 230; however, proper disclosure to the Intelligence} 
Unit of the facts, usually solves this problem. We further noted that rule} 
9.1.5. restricts listing our names in classified directories to cities or towns in 
which we maintain a bona fide office. As small suburban practitioners we have} 
found that we do get occasional phone calls to make audits, prepare tas 
returns, ete. As a matter of fact, I obtained a large engagement recently due} 
to having my firm name listed in a nearby suburban directory. This is one 
of the ethical means that we have been able to employ in obtaining new} 
business. As we all know, our practice in the main is built up through refer4 
rals, but by the enactment of this rule, our growth and expansion may bd 
restricted. 


I feel that this is not what our Society’s legislators intended and tha 
these rules should be reviewed. I would like very much to hear the opinions 
of my fellow society members, especially the small practitioner, concerning 
these problems. I wonder how many of us are aware of the contents of these 
amendments ? 

| 


JAcK Minus, C.P.A. 
Skokie, Illinois 


This section has been revised and replaces the former section styled ‘Ideal 
for Accountants.’ The column is intended to stimulate an exchange 0 
ideas among ALL local practitioners—accountants from the larger firmf{ 
as well as the sole practitioner. Your comments and opinions are welcomé 
and will be considered for publication, 


60 


As WE GO TO PRESS 


COMMENTS AND IDEAS 


With this issue a change in format has been instituted in the regular 
sfeature of the quarterly formerly known as “‘Ideas for Accountants.”’ This 
section will be styled ‘Comments and Ideas’’ in the future, with the hope 
sthat this change will expand the column’s usefulness and encourage author- 
ship of a more interesting and stimulating flow of material from local 
s2ractitioners. As the title of the section implies, we hope to include ma- 
ferial in the future that might be considered to be ‘“‘letters to the editor” 
‘or ‘‘shoptalk.’’ Both the editor and members of the Local Practitioners 
(committee welcome your contributions. 


INEW AICPA RESEARCH PROJECTS 


Three new projects have been added to the agenda of the Accounting 
2Xesearch Division of the American Institute of Certified Public Accountants. 


Accounting for Foreign Operations. A pronouncement on this subject 
4was made by the committee on accounting procedure in ARB No. 4 which 
Gubsequently was revised to become Chapter 12, Foreign Operations and 

-oreign Exchange, of ARB No. 43. A review of the provisions of these 
»ronouncements will be a part of the study. 
The study will include an examination of the trends in the nature and 
»bjectives of foreign investment by United States corporations with em- 
®hasis on their effects on the reporting of the results of that investment. 
articular attention will be given to the development of appropriate pro- 
b:edures for the translation of foreign currency balances into dollars, the 
Gmpact of governmental intervention in the area of exchange rates and 
wturrency convertibility, and the problems relating to foreign subsidiaries 


dn the preparation of consolidated and parent-company financial statements. 


Intercorporate Investments. A major objective of the study will be to 
iveview and amplify a pronouncement of the committee on accounting 
srocedure, ARB No. 51, Consolidated Financial Statements. Particular 
4\ttention will be given to the problems which are created by the existence 
yf unconsolidated subsidiary companies. The timing of the recognition of 
»arnings of an unconsolidated subsidiary in a consolidated statement will 
3»e examined, as well as the extent of supplementary disclosures. In addi- 
ion, the entire range of problems encountered in the preparation of con- 
jolidated financial statements will be studied. 

| The related parent-company problems will be given special attention. 
shese include the amount at which the investment in subsidiary is included 
fin the assets of the parent corporation, and the recognition of earnings of 
the subsidiary on the financial statements of the parent. 
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The problems created by the existence of associated or fifty-percen 
jointly-owned companies will be given particular attention. 

Consideration will also be given to such problems as the accounting 
for equity securities in uncontrolled affiliates, and holdings of debt scam 
ties of other corporations. 

This project, and also the study of Accounting for Foreign Operations; 
will be under the specific direction of Samuel R. Hepworth of the Univer} 


{ 


sity of Michigan. 

Price Level Changes. !n December, 1947, the committee on accounting 
procedure issued ARB No. 33, dealing with the subject of depreciatior) 
and high costs. The opinion expressed in that bulletin was reaffirmed ir) 
Chapter 9, Section A, of ARB No. 43, published in 1953. During the 
period covered by these two bulletins, the Institute sponsored a Study 
Group on Business Income which published an independent report, Chang} 
ing Concepts of Business Income,” in 1952. This report of the Study Group} 
was concerned mainly with the impact of changing prices on business 
income. A major objective of the new study which has just been initiated 
is to review these earlier conclusions and recommendations. 

This study is proceeding on the assumption that to ignore fluctuations 
in the value of the dollar in accounting is unrealistic. Under instruction4 
from the Accounting Principles Board, this study will also pay specias 
attention to the use of supplementary statements as a means of disclosur: 
but the study will not be restricted to that aspect of the topic. 

This project is being conducted by the staff of the Accounting Research 
Division of the AICPA with the assistance of Professor Philip W. Bell of 
Haverford College. 

Interested parties may contribute suggestions on these as well as othe 
research topics under consideration by writing Mr. Maurice Moonitz aj 
the AICPA offices, 270 Madison Ave., New York 16, N. Y. 


BASIC POSTULATES OF ACCOUNTING 


The November issue of ‘‘The Journal of Accountancy” included ar} 
official release of the AICPA on ‘‘Basic Postulates of Accounting.” Thi 
release is a summary of the study made by Maurice Moonitz under thd 
Institute's expanded research program, and is the first pronouncemen’ 
resulting from the efforts of this program. Other studies are nearing co 
pletion and will be published in the near future. It behooves each CPA 
to give thoughtful consideration not only to the ‘Journal’ release, bul 
also, and more importantly, to the body of the full report. The fullest 
development of the potential service which accounting can render to ou 
society will not likely be realized unless all who expect to participate il 
this development acquaint themselves thoroughly with the results of pre 
fessional research on both theoretical and practical issues. Copies © 
Dr. Moonitz’ full report may be obtained from the AICPA for $1V503 
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comes To inventory 


*eee 


ng is Not Good Enough!” 
. » Says UNCLE SAM #3)" 


(MAY 5, 1961) 


If you've been accustomed to playing games with your 


inventory ... DON'T! IT'S NOT LEGAL! 


SOMEONE MUST TAKE 


YOUR STORE'S INVENTORY! 
IF YOU CAN’T— 
THEN CALL MANGINI! 


THE MANGINI INVENTORY METHOD 
is a professional, highly-developed system 
for taking retail inventories without the usual 
confusion and disruptment of regular store 
routine. 


MANGINI inventory teams are trained to 
render all types of department breakdowns, 
and to recognize merchandise as to manu- 
facturer's code, size, discount bracket, net 
cost, price changes and deleted items. 


In addition, a MANGINI inventory supervisor 
not only guides the inventory-taking pro- 
cedure, but also makes confidential recom- 
mendations to the store owner for eliminating 
future errors in pricing and clerical code- 
costing, as well as discussing various store 
conditions, merchandise turnover ratios, etc. 
Send for your FREE 
Inventory Brochure 


In terms of quality ... you can't buy a better 
inventory service than the one MANGINI & 
ASSOCIATES has been developing, refining 
and providing these past 20 years. 


In terms of cost . . . MANGINI service is 
priced amazingly low. Get in touch with us 
today! We'll be glad to discuss it! 


MANGINI & ASSOCIATES, INC. 


OVER 20 YEARS OF CERTIFIED INVENTORY SERVICE 
539 West North Avenue Chicago 10, Illinois 


It's packed with valuable inventory 
tips and is yours FREE without any 
obligation whatsoever! 


NY 
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THE DISTINGUISHING INGREBDIENG 


Every facet of this data-processing and computer 
service reflects the high quality you would expect 
from the country’s oldest and largest independent 
service bureau. Long experience plus independent 
and imaginative thinking are combined with the 
most advanced methods and the latest electronic 
facilities . . . including computers and the 

1401 Data-processing systems. It’s a quality- 
in-depth service that can help you solve problems 
for your clients whether they have data-processing 
facilities or not. 

A call to our nearest office may well pave the 

way to more profitable operation for you and 

your clients. 


s{c Established 1933 


“Motitinl 


TABULATING CORPORATION 


53 West Jackson Blud., x Chicago 4, Illinois 
Telephone HArrison 7- 4500 
OFFICES IN PRINCIPAL CITIES— COAST TO COAST 
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may ie STATISTICAL Mark of Excellence 


